J XTC 


inne MeL Pere 


CARROLL E. MEALEY 
Deputy Commissioner, Alcohol Tax. Unit 


at MUMMY 


men mn 


y 


ly 


LAAN: 


ax Dates — Next Six Months 


d 


By Edward Roesken 


s Length Transactions and Section 45 
By Robert S$. Holzman 


Pn | rn, 


COMMERCE CLEARING HOUSE PUBLICATION 


% 


EArm 


st 
Zz 
~ 
a 
td 
< 
= 
cal 
<f 
= 


- Important | 





% 
; 





FO RT H €C O M 


Our proposed “visit” to the Second 
Annual Conference on Federal Taxation 
held at the University of Miami, Miami, 
Florida, during the first week in April 
has been delayed, and now is scheduled 
for the June issue. The postponement 
has been made at the request of the 
conference speakers, who have asked 
for more time to put their manuscripts 
into form for publication. The Univers- 
ity of Miami, in cooperation with the 
New York University, sponsored the 
conference, which included lectures by 
George E. Cleary, Norris Darrell, J. K. 
Lasser, Merle H. Miller, Leslie Mills, 
Charles A. Morehead, Mark E. Richard- 
son, Harry J. Rudick, Beardsley Ruml, 
Stanley S. Surrey, Thomas N. Tarleau Bditor 
and Gerald L. Wallace. These lectures Henry L. Stewart 
nee ee" F Washington Editor 
are still “forthcoming” and will appear Lyman L. Long 
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Our Cover 


Carroll E. Mealey, whose picture is 
featured on our cover, became Deputy Com- 
missioner of Internal Revenue in charge of 
the Alcohol Tax Unit on July 1, 1946. 


Mr. Mealey enters this position with the 
accumulated experience of twenty years in 
the service of the State of New York. He 
practiced law in Carmel, New York, after 
his admission to the bar. Later, in De- 
cember, 1917, he accepted appointment to 
his first public office as Deputy Collector of 
Internal Revenue in the Fourteenth District 
of New York. In October, 1922, he ac- 
cepted an appointment as investigator in 
the New York office of the Transfer Tax 
3ureau. On April 16, 1926, he became As- 
sistant Deputy Commissioner in the New 
York State Bureau of Motor Vehicles. In 
September, 1927, he was made Executive 
Assistant to the Commissioner and on Oc- 
tober 1, 1931, he was made Deputy Commis- 
sioner. He was appointed Commissioner of 
Motor Vehicles of New York State on No- 
vember 17, 1938. 


Needed—A Plan 


In 1919, the federal debt stood at $18,500 
million and the legislators, according to 
Pathfinder Magazine, planned to be free of 
debt by June 30, 1947. To paraphrase Robert 
Burns, “The plans of mice, men and govern- 
ment often go awry.” We now have a fed- 
eral debt of $258 million, as stated recently 
by President Truman. Tax reduction, which 
was number one on the Congrcssional agenda, 
January 3, 1947, is still no nearer to the 
individual than on the day Representative 
Knutson introduced his H. R. No. 1. 


The President says that while it is natural 
for taxpayers to wish to see taxes reduced, 
to reduce them would promote inflation so 
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that benefits of any reduction in the debt 
would be dissipated. 


This threat of inflation is like that a parent | 
makes to his child—if you don’t behave, } 
you'll get inflation. If increased revenues | 
have brought about a surplus of $1,250,000 
for 1947, this is a good payment on the debt; : 
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but this surplus seems to indicate more 
reason why a tax reduction can take place. 

Dr. Edwin G. Nourse, the chairman of 
the Economic Counsel, points out that prices 
in certain consumer lines have risen to such } 
an extent that wholesalers and retailers are 
in danger of finding themselves out of a 
market. If this be true, it seems hardly 
likely that the small taxpayer will start an 
inflation spiral with his tax refund. 


No Cut Justified Here 


Ordinarily the BIR does not prosecute 
taxpayers for a small or picayunish amount 
of tax, but when a large group of returns 
from a district reflects a “misguided” hand 
in their preparation, it becomes suspicious. 
Such was one group of 1,260 returns, all 
bearing the signature of a so-called tax 
expert, and involving $300,000 additional tax. 
“A taxpayer who defrauds the government 
upon his own individual income tax return 
corrupts no one but himself, but a [tax 
expert] who embarks upon a system of pre- 
paring fraudulent returns for a wide circle 
of clients is spreading corruption which, if 
allowed to go unchecked, could cause in- 
calculable injury,” says Commissioner Nunan. 

Ninety-eight per cent of the 1,260 returns 
claim refunds. 

Sixty-seven per cent claim deductions for 
special work clothes. 

Eighty-four per cent claim deductions for 
special shoes. 

Eighty-three per cent claim deductions for 
shoe repairs. 


den 
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Fifty-three per cent claim to be required 
to buy rubber boots and coats. 

Fifty-five per cent claim transportation 
charges to work. 

Forty-eight per cent subscribe to trade 
and professional magazines. 

Twenty-four per cent had to use home 
telephones in their work. 

Seventy-one per cent contributed to twenty 
different organizations (many nonexistent). 

Seventy per cent ruined their clothing at 
work. 

Fifty-four per cent lost or broke pocket 
watches. 

Sixty-seven per cent had clothing, tools 
or money stolen. 
Twenty-eight per cent broke their glasses. 
Commissioner Nunan is no Diogenes, for 
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“We can talk all we like about the inherent 
honesty of the taxpaying public,” says Com- 
missioner Nunan, “and I subscribe to it 
wholeheartedly, as we are entirely dependent 
upon it for the preponderance of our rev- 
enue. But do we have the right to depend 
solely upon the honest to pay the taxes of 
the dishonest?” 

The fact is that there are too many dis- 
honest taxpayers. Nor can it be said that this 
is a war condition which will disappear, for 
fraudulent returns are multiplying. They are 
not confined to the small taxpayer, either. 
The files of the Bureau are replete with 
records of cases where the tax and penalties 
run into the millions. The usual dodge is 
to hide income through many bank and 
stock brokerage accounts, and to carry on 












} there are millions of honest taxpayers. These business with cash. 
parent | he doesn’t have to worry about. It is the Bordering on the dishonest are the slow- 
ehave,} dishonest ones that keep him awake at night. paying taxpayer and the deadbeat. Last 
renues |} 
50,000 | Estimated income payments, adjusted gross income, net income before exemptions, 
debt; and net income subject to surtax and to normal tax under present law,’ 
more in calendar year 1947 
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fos 1 Internal Revenue Code, as amended by the Revenue Act of 1945. 
ns 2 Includes government transfer payments, nontaxable pay of armed forces, interest and divi- 
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Security funds. 
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year more than $20 million was written off 
as uncollectible; and as of December, 1946, 
more than 729,075 distraint warrants, in- 
volving $232,872,000, had been issued. 

Among these wrongdoers the idea is 
prevalent that if they are caught, it is just 
a matter of filing another return and paying 
up. While only three of every one hundred 
returns are audited, it does not follow that 
the other ninety-seven are not given attention. 

The Bureau follows this procedure. All 
returns are subjected to a mathematical 
check by machine operators for inaccuracies. 
In other words, the taxpayers’ arithmetic is 
given the once-over without regard to the 
justification of the items on the returns. 
Next, all returns are scanned by trained ex- 
aminers, who screen out those not containing 
high potential of substantive error. 

The returns containing the errors are then 
sent to the enforcement officers, who them- 
selves go over them carefully and select 
those deemed most worthy of an audit. 
Auditing a return means that the enforce- 
ment officer will contact the taxpayer to 
discuss the questionable items with him. 

As if the Bureau did not have enough 
trouble with the dishonest and the slow-pay- 
ing taxpayer, it ‘has to contend with the 
slipshod one, too. Last year there were 
831,000 Form 1040 returns filed on which 
the individual did not pay all the tax he 
indicated was due. This total was $180 mil- 
lion. Employers had withheld an item of 
$64 million from the paychecks of their em- 
ployees but had neglected to turn it in. 

The Bureau has means of finding out 
whether any of the ninety-seven out of the 


one hundred returns are faulty, and of get- 
ting the return out of the file. Deputy col- 
lectors, following up on information and 
other items, uncovered 530,000 persons who 
had failed to make any timely return what 
soever. A lumber dealer, who had been 
cashing third-party checks at his bank, one 
day noticed that the teller filled out some 
sort of form when the deposit was made. 
This occurred whenever the dealer made a 
deposit. The dealer finally went to the Col- 
lector and made a voluntary disclosure of 
nearly $250,000 income which he had not 
returned in the last two years. The dealer’s 
suspicions were well grounded. The bank 
was filling out the form for the Bureau. 



































These facts the Commissioner laid before | 


the Senate subcommittee in charge of the 
Treasury appropriation bill. Certain con- 


gressmen were adamant in their demands | 


that the appropriation for the Bureau be cut 


to such an extent that serious losses in rev- | 


enue were bound to occur. There are 
70,000 attorneys and accountants registered 
to practice before the Treasury Department 
and the Bureau has only 8,000 agents to 
work with them. The cuts were so drastic 
as to mean that fully 2,000 of these trained 
men would have to be discharged. With- 
out taking issue with the congressmen who 
are anxious to reduce the government per- 
sonnel, this is one agency of the federal 
government which should be given more 
consideration if for no other reason than that 
in these times of high taxes the honest tax- 
payer should not be forced also to pay the 
taxes of the dishonest. [The End] 


Estimate number of taxable and nontaxable income recipients, their income and 
individual income tax liabilities under present law,’ in calendar year 1947 
[Assuming income payments of $166,000,000,000] 


Total, all income recipients 


Non taxable income recipients......... 


Taxable income recipients 


Sabsect to eartax ... 00... 2652. 


Subject to normal tax 


Subject to 50% alternative tax... 











Number of Amount of 

income income Tax liability 
recipients (millions of (millions of 

(thousands) dollars) dollars) 

. ae ? $127,300 $17,001 

16,755  ) ree 

> aes * 114,033 17,001 

48,545 *69,114 14,723 

... * 48,545 5 69,087 1,969 

at 37 *619 309 


1 Internal Revenue Code, as amended by the Revenue Act of 1945. 


2 Net income before exemptions. 


3 The number of persons paying normal tax is estimated to be less than 500 smaller than the 


number paying surtax. 
*Surtax net income. 
5 Normal tax net income. 


* Long-term capital gains subject to the 50% alternative tax. 


Treasury Department, March, 1947. 
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Arm’s Length Transactions and Section 45 


By 
ROBERT S$. HOLZMAN 


N THE WESTERN NOVELS that we 

used to like to read, the hero was in 
constant danger of having the villain pull a 
.45 on him. The corporation tax executive 
similarly is in constant danger lest his im- 
placable foe, the Commissioner of Internal 
Revenue, pull a 45 on him. The Commis- 
sioner’s 45, however, is no simple six-shooter ; 
it is surcharged with high explosives. I 
refer to Section 45 of the Internal Revenue 
Code. If the Commissioner pulls a 45 on a 
taxpayer, it means that Uncle Sam is trying 


| to reallocate the income or deductions of 


members of a related group. 


Section 45 is probably the shortest complete 
section of the Code. A good deal can be 
done with a single sentence; a history pro- 
fessor once related how one of his Heidei- 
berg instructors could trace the rise and fall 
of the Roman Empire in a parenthetical 
phrase—in German, of course. But Section 
45 is terse. It says: “In any case of two or 
more organizations, trades, or businesses 
(whether or not incorporated, whether or 
not organized in the United States, and 
whether or not affliated) owned or con- 
trolled directly or indirectly by the same 
interests, the Commissioner is authorized to 
distribute, apportion, or allocate gross in- 


come, deductions, credits, or allowances be- 
fween or among such organizations, trades 
or businesses, if he determines that such 
distribution, apportionment, or allocation is 
necessary in order to prevent evasion of 
taxes or clearly to reflect the income of any 
of such organizations, trades, or businesses.” 


That doesn’t say much. But this section 
of the law is most effective in its vagueness. 
It has been characterized as a “silent police- 
man,” which, by its mere existence, keeps 
affiliated organizations from controlling the 
allocation of their profits to such a degree 
that a fraud upon the tax revenues results. 
There have been relatively few Section 45 
cases. But that does not mean that the 
section does not have a tremendous impact 
on corporate planning. There are relatively 
so few cases simply because intelligent tax 
planning takes cognizance of Section 45 
when transactions are arranged between re- 
lated taxpayers. As will be mentioned later, 
there is reason to believe that Section 45 
cases will become more numerous and more 
important. It is also true that the principle 
of Section 45 is applied to a good many 
cases without being specifically invoked by 
its Code section number: that is, the arm’s 
length theory is applied in innumerable situa- 


Mr. Holzman is a tax consultant in New York City and a lecturer 
in finance at the New York University Graduate School of Business 


Administration. 


This article is a development of an address that 


he delivered before the Union League Tax Group, Philadelphia 
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tions and in many cases without Section 
45’s being cited at all. 


It is a popular fallacy that Section 45 is 
of importance only to the larger corporate 
groups or to enterprises so devilishly intri- 
cate that no ordinary businessman could 
understand them. If two small and very 
simple corporations have some dealings with 
each other, or if two companies are owned 
or managed by the same interests, Section 
45 may apply. Or there may be no corpora- 
tion involved at all. This provision is ap- 
plicable to businesses owned by individuals 
or partnerships, and to any class of organi- 
zation. Thus, the subject is of pertinent 
interest to anyone concerned with the man- 
agement of two or more related enterprises 
regardless of the nature of the organization 
or the character of their dealings. Unless 
the business enterprise is a completely soli- 
tary unit that has no dealings with its pro- 
prietors or other related enterprises, Section 
45 may be invoked. 


Scope and Purpose 


The scope and purpose of this section 
are described in the Regulations: “The pur- 
pose of Section 45 is to place a controlled 
taxpayer on a tax parity with an uncontrolled 
taxpayer, by determining, according to the 
standard of an uncontrolled taxpayer, the 
true net income from the property and busi- 
ness of a controlled taxpayer. The interests 
controlling a group of controlled taxpayers 
are assumed to have complete power to 
cause each controlled taxpayer so to conduct 
its affairs that its transactions and account- 
ing records truly reflect the net income from 
the property and business of each of the 
controlled taxpayers. If, however, this has 
not been done, and the taxable net incomes 
are thereby understated, the statute con- 
templates that the Commissioner shall inter- 
vene, and, by making such adjustments, 
apportionments, or allocations as he may 
deem necessary of gross income, deductions, 
deficits, or allowances, or of any item or 
element affecting net income, between or 
among controlled taxpayers constituting the 
group, shall determine the true net income 
of each controlled taxpayer. The standard 
to be applied in every case is that of an 
uncontrolled taxpayer dealing at arm’s length 
with another uncontrolled taxpayer.” ? 


Origin 
The concept first appeared more than 
twenty-five years ago in the Revenue Act of 





1 Regulations 111, Section 29.45-1(b). 
390 





1921, which provided that where two or 
more related trades or businesses were owned 
or controlled directly or indirectly by the 
same interests, the Commissioner might 
“consolidate the accounts ... in any proper 
case, for the purpose of making an accurate 
distribution or apportionment of gains, profits, 
income, deductions, or capital between or 
among such related trades or businesses.” ? 
The Revenue Act of 1924 contained a similar 
provision, but here the taxpayer as well as 
the Commissioner could request consolida- 
tion. The 1926 Act was similar.* In the 
1928 Act, the provision was continued ex- 
cept that the consolidation requirement was 
eliminated as such, and the purpose of the 
provision was more definitely defined as 
being “to prevent evasion of taxes.” * Since 
the Revenue Act of 1928, the Commissioner 
has been authorized to avail himself of this 
provision at his own discretion. A good 
history of the consolidated accounts provision 
is set forth at length in Asiatic Petro- 
leum Company (Delaware) Ltd. v. Commis- 
stoner.’ When one considers how long Section 
45 and its predecessor provisions have been 
a part of the law, it seems remarkable that 
there have been relatively so few cases to 
clarify the law as to what may and may not 
be done. Reasons why this condition may 
not exist indefinitely with so little litigation, 
will be set forth presently. 


As a higher court stated in the Asiatic 
Petroleum case, “Section 45 authorized the 
Commissioner to make an allocation of gross 
income among businesses controlled by the 
same interest in order (1) to prevent evasion 
of tax, or (2) clearly reflect the income of 
any of such business.” ® 


Commissioner's Authority 


It should be noted that the Commissioner 
is authorized to redistribute, apportion or 
reallocate gross income, deductions, credits, 
or allowances between the units in an affii- 
ated group; he is not reqmred to do so. The 
judgment of every revenue agent is poten- 
tially involved, and it is understandable 
enough that Section 45 might be invoked 
against a taxpayer by one revenue agent 
but not by another. Consequently, the fact 
that a revenue agent has accepted a state of 
facts does not mean that the subsequent 
year’s examiner will not seek the application 
of Section 45. Similarly, the fact that a 





2 Revenue Act of 1921, Section 240(d). 
3 Revenue Act of 1926, Section 240(F). 
* Revenue Act of 1928, Section 45. 

5 31 BTA 1152 [CCH Dec. 8863]. 

679 F, (2d) 234 [35-2 ustc J 9547]. 
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taxpayer’s setup is virtually identical with 
that of another taxpayer which has been 
passed by the Commissioner, is no guarantee 
or assurance to the taxpayer. The fact that 
the Commissioner permitted the filing of 
individual returns in 1936, does not indicate 
necessarily that he was wrong in requiring 
consolidated returns for 1933, 1934 and 1935. 
(Lesoine v. U. S.") It should be noted that 
Section 45 grants no right to a controlled 
taxpayer to apply this provision at will, nor 


| does it grant any right to compel the Com- 


missioner to apply such provisions. 


It was said in Wiget v. Becker:* “It is 
accepted law that the Commissioner’s find- 
ing of value is entitled to a presumption of 
correctness. An assessment which he makes 
is prima facie correct, and the burden is on 
the taxpayer to overcome the presumption 
of its correctness ... the presumption, how- 
ever, is a rebuttable one, and will only sup- 
port a finding in the absence of any substantial 
evidence to the contrary. . . . The party 
against whom [Section 45] has been invoked 
must fail if he does not produce evidence 
against it.” But in Waldo B. Russell v. Com- 
missioner, it was held that if the Commis- 
sioner seeks to apply Section 45, he must do 
more than merely refer to it. The court 
said: “At least in the absence of a plausible 
and reasonable self-evident showing by the 
mere statement of the circumstances, it seems 
to us that something in the nature of a 
formal determination, or at least of a prima 
facie demonstration that the adjustment is 
necessary to reflect income or prevent tax 
evasion, is called for. If there was a de- 
parture from fair value in making the trans- 
fer to the company . . . [the Commissioner ] 
has not shown it, and no determination 
made by him gave notice to petitioners that 
they would be expected to carry that bur- 
den. Section 45 seems to us inapplicable 
here.” 


Proof of Justifiable Relations 


The fact that the Commissioner has lost 
more Section 45 cases than he has won, 
should not be viewed complacently by ex- 
ecutives. The taxpayers who could estab- 
lish successfully that they were dealing at 
arm’s length with their affiliates, were able 
to show that their relations were normal, 
justifiable, and conducted in a given manner 
for sufficient reasons. Many taxpayers can- 
not advance such reasons. These must de- 


7 DC Calif., March 23, 1943 [43-2 ustc f 9510]. 
584 F, (2d) 706 [36-2 ustc f 9433]. 
*3 TCM 613 [CCH Dec. 14,007(M)]. 
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cide now how they would answer a Section 
45 charge. If they cannot measure up to 
the conditions of the statute, the case prob- 
ably will never even reach a court; hence, 
the number of governmental victories under 
Section 45 must be far larger than any tabu- 
lation of decisions would indicate. 


In Welworth Realty Company v. Commts- 
sioner,” a subsidiary corporation owned two 
buildings, most of the space in which was 
rented to the parent corporation. Parent 
and subsidiary had the same office, officers 
and bookkeeper. The parent corporation ad- 
vanced sums with interest for servicing mort- 
gages and buildings. A monthly intercompany 
rent item was adjusted at the end of each 
year, not according any set ratio of the 
parent corporation’s earnings, but according 
to what seemed a fair rental in view of the 
relationship of the two companies and the 
payment of all maintenance expenses by 
the parent. The Commissioner, under Sec- 
tion 45, sought to increase the subsidiary’s 
income by the difference between the rent 
originally set up on the books and that actu- 
ally charged via a year-end adjustment. The 
proposed figure would have equalled the 
rent actually charged in the preceding year. 
The court noted that the rental was set 
arbitrarily without regard to the actual fair 
rental value, for the purpose of showing a 
favorable financial statement for the parent 
corporation. It was found that for one 
building, the adjusted rental was actually 
fair and reasonable, regardless of the means 
used to arrive at the book entry; hence Sec- 
tion 45 was not invoked here. But since 
there was no showing that the rental for 
the other building was fair and reasonable, 
it was found that the subsidiary corporation 
had failed “to establish as arbitrary the 
[Commissioner’s] determination increasing 
the [subsidiary’s] . . . rental income . 
but instead substantiated the propriety 
thereof.” For this reason Section 45 was 
sustained here. 


Individually Earned Profits 


Briggs-Killian Company v. Commissioner ™ 
involved two individuals who owned, respec- 
tively, forty-five per cent and fifty-five per 
cent of the stock of a corporation. One 
stockholder leased equipment from the cor- 
poration and rented it to a person who had 
a state construction contract, while the other 
stockholder financed the project. Their profits 
were prorated forty-five per cent to fifty-five 
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per cent. The Commissioner contended that 
it was necessary for him to allocate the 
profits from the project to the corporation. 
The corporation replied that the stockhold- 
ers were acting only for themselves. The 
court weighed the facts that the books were 
kept by the corporation’s bookkeeper, that 
the corporation’s assets were used, that 
stockholding percentages measured the split- 
ting of the profits, and that the stockholder 
who had leased the equipment was finan- 
cially unable to complete the contract. But 
it judged the facts “insufficient, when con- 
sidered with the other facts of record, to 
justify a conclusion that profits individually 
earned should be allocated to and taxed as 
the income of a corporation not a party to 
the undertaking. To so hold [sic] would, 
in our opinion, be an unwarranted extension 
of Section 45 which would distort rather 
than clearly reflect income . . . there was 
no confusion of accounts here which re- 
quired a distribution, apportionment, or al- 
location in order to clearly [sic] reflect 
income. Respondent makes no effort to 
justify his determination upon the ground of 
confusion in the accounts or inability to 
determine income. . .. The purpose of the 
section was to permit respondent to act 
when the necessity existed and where, with- 
out some affirmative action on his part, 
taxes might be evaded or income would not 
clearly be reflected. Here, there was no at- 
tempt to evade taxes, and, since petitioner’s 
books and accounts clearly reflect its income, 
there was no necessity for respondent to 
invoke Section 45.” 


Executive and Advertising Expenses 


Glenmore Distilleries Company, Inc. v. Com- 
missioner ™ produced a split result. The peti- 
tioner, the parent company, was in the 
business of distilling and selling spirits. Two 
subsidiary corporations were formed with 
exclusive jurisdiction over the wholesale dis- 
tribution of the parent’s liquors in designated 
states. Each subsidiary kept a complete set 
of books. The subsidiaries had no pro- 
prietary interest in the brands under which 
the liquor was sold, which brands were all 
owned by the parent. With one minor ex- 
ception, none of the parent’s officers per- 
formed any services for the subsidiaries. 
For 1937, each of the subsidiaries was charged 
$6,000 as executive office expense, which 
amount the parent included as income. This 
supposedly covered officers’ salaries, office 
salaries, home office rent, office supplies, 
postage, telephone and telegraph, legal and 





47 BTA 213 [CCH Dec. 12,569]. 
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accounting fees. The subsidiaries received 
no advantage from these expenses, and they 
had similar expenditures for their own offices. 
The Commissioner sought to allocate this 
expense by using the sales of all three com- 
panies and assigning to each subsidiary the 
percentage of executive office expense that 
its own sales bore to total sales. Similarly, 
the Commissioner applied these same per- 
centages to nationa! advertising expenses 
although each subsidiary had its own local 
advertising expenditures to pay. The court 
noted that each of the three corporations 
kept its own books, and that the expenses 
the Commissioner sought to allocate were 
all exclusive expenses of the parent, some of 


which should be allocated in a reasonable} 


amount. It was held that none of the parent’s 
advertising expenses should be allocated to 
the subsidiaries “because this advertising 
expense was exclusively for 
brands of liquor and there is no reason why 


the subsidiaries should bear any part of the | 


expense.” Of the executive expenses, the 
$12,000 claimed for 1937 was allowed and a 
lesser amount was authorized for the follow- 
ing year, when business had declined. 


Separate Trading Transactions 


W. R. Ross v. Commissioner ™ merely con- 
firmed without elaboration the findings of 
the Board of Tax Appeals.* A corporation 
conducted a commercial business for the 
auctioning of horses and mules. The owners 
of the corporate stock sometimes made pur- 
chases at these auctions in a partnership 
capacity in competition with other buyers. 
They conducted a trading business in the 
animals, which the Commissioner believed 
was not carried on as a partnership as 
claimed. The partnership profits, therefore, 
were taxed to the corporation. The court 
found that the businesses had been con- 
ducted separately for many years; that the 
books of account were separately main- 
tained; that “the separateness of the two 
lines of business had been maintained at all 
times, even when it would have saved taxes 
if the businesses had been merged”; and 
that “there was no confusion and mingling 
at all of the trading business with the affairs 
of the corporation. Such facts supply no 
basis for the application of Section 45.” 


Liquidation of Subsidiary 


Koppers Company v. Commissioner”™® in- 
volved a subsidiary corporation which could 





13129 F. (2d) 310 [42-2 ustc J 9593]. 
443 BTA 1155 [CCH Dec. 11,732]. 
182 TC 152 [CCH Dec, 13,282]. 
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not meet its bond interest and had to obtain 
extensions from the bondholders. Its sole 
stockholder, the parent corporation, was not 
entitled to receive any dividends under the 
provisions of the extension agreement. Con- 
solidated federal returns could not be filed 
at that time, and the parent decided to liqui- 
date the subsidiary. The parent corporation 
went into the open market to buy up the 
subsidiary bonds, as the subsidiary had 
neither cash nor credit to do this. In con- 
nection with the liquidation, the parent caused 
the subsidiary to call its bonds at 102; the 
average cost to the parent of the bonds it had 
purchased was 98%. The subsidary paid 
the parent corporation for the bonds in the 
form of receivables and inventories (at book 
value). The parent reported a profit on the 
sale of the subsidiary’s bonds as income to 
the subsidiary, but it had no tax for the 
year. The subsidiary corporation deducted 


The Commissioner disallowed bond pre- 
miums to the subsidiary and taxed it the 
difference between the face amount of the 
bonds and the prices at which they were 
purchased in the open market. The defi- 
ciency notice made no reference to the spe- 
cific statutory authority under which this 
action was taken, but the subsequent brief 
referred to Section 45 and said that profits 
had been shifted to the parent through a 
fictitious sale. The court noted that a pri- 
mary requisite to the liquidation was a 
redemption of the bonds, which the sub- 
sidiary could not have financed, and that 
the transaction was actually carried out as 
between strangers. The Commissioner argued 
that another financial arrangement could 
have been made. Said the court: “The an- 
swer, however, to this argument is that peti- 
tioner did not do this. It was free to and 
did use its funds for its own purposes. It 
was under no obligation to so [sic] arrange 
its affairs and those of its subsidiary as to 
result in a maximum tax burden. On the 
other hand, it had a clear right by such a 
real transaction to reduce that burden.” 


Broadcasting Costs 


Essex Broadcasters, Inc. v. Commissioner ® 
dealt with a domestic corporation owned by 
a Canadian corporation. The parent corpo- 
ration owned and operated a radio station 
in Canada, and the function of the subsidiary 
was to sell radio time on the parent’s station 
for its own account. Each company bore its 
own general and administrative expenses. 
The only charges not borne directly by the 
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respective companies were broadcasting costs, 
which were borne by the parent and appor- 
tioned between parent and subsidiary in 
proportion to their respective sales “vol- 
ume.” The broadcasting costs included 
amounts paid to the Mutual Broadcasting 
Company for transmissions used as sustain- 
ing programs. The Commissioner sought 
to exclude the Mutual Broadcasting costs 
and the amortization of broadcasting rights, 
and also reduced the parent’s sales by the 
Mutual Broadcasting costs. The court noted 
that sustaining programs had to be paid for 
in order that commercial broadcasts could 
be continuous, and that the subsidiary’s in- 
come was dependent on the popularity of 
the parent’s programs with the public. Hence, 
the broadcast expenses were necessary to 
make the station popular. “Where the Com- 
missioner has acted under Section 45 in making 
his determination, the taxpayer has the burden 
of showing that such determination was 
purely arbitrary and not made under any of 
the situations prescribed by the statute as a 
proper foundation for the allocation of the 
expenses in question. . . . We think the 
petitioner [the subsidiary] has met its bur- 
den of proof in the instant case.” 


Organization of Leasing Company 


A. G. Nelson Paper Company, Inc. v. Com- 
missioner “ concerned a paper company that 
was looking for new space. As its bank de- 
clined to make a loan to pay for improve- 
ments in the only property found, the 
stockholders’ wives (who had money in their 
own names) organized a corporation to lease 
the property. The wives lent their funds to 
the new corporation, which made the im- 
provements and leased the property to the 
paper company. The Commissioner disal- 
lowed the rent deduction to the paper com- 
pany under Section 45, claiming that the 
new corporation was not the real lessee but 
merely an agent or branch of the paper 
company in the leasing transaction. Said 
the court: “The rule is to recognize a cor- 
poration as an entity separate from its stock- 
holders, except under unusual circumstances. 
... We find nothing in the facts here to 
justify a conclusion that the separate entity 
of the [leasing company] should be disre- 
garded. It had a legal existence under the 
laws of New York and has been recognized 
for federal income tax purposes. It was or- 
ganized to perform a business function and 
was actually engaged in a lawful business in 
and after the taxable year for profit. The 
fact that its affairs were confined to the 
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leasing of property to sublet to the peti- 
tioner [the paper company] after making 
improvements, is not enough to balance the 
scale in the respondent’s favor. It is not 
unusual for a corporation to limit its affairs 
to such an activity, or to be organized for 
the sole purpose of acquiring premises to 
sublet them to known tenants... Except 
for a small loan, petitioner had no financial 
interest in the [leasing] corporation. ... 
There was no common ownership of stock 
of the corporation, and there is no factual 
basis here for holding that the stockholders 
of the petitioner would control the stock of 
the [leasing company]... . Respondent con- 
tends in the alternative that Section 45 of 
the Code authorizes him to apportion the 
tax to prevent evasion of tax or clearly to 
reflect the petitioner’s income. His argu- 
ment is predicated upon the assumption that 
the two corporations are owned and con- 
trolled by the same interest. We find no 
such control. ... The effect of his opinion 
was to use Section 45 to disallow a portion 
of the reasonable rent actually paid for the 
premises. The purpose of Section 45 does 
not include the disallowance of deductions.” 


Assets Leased to Partnership 


In John Wachtel Corporation v. Commis- 
stoner,*® a corporation owned by three brothers 
and two sisters leased its assets to a part- 
nership formed by the three brothers. The 
Commissioner claimed that the corporation 
should have reported all of the income, or, 
in the alternative, that the partnership’s in- 
come should be allocated to the corporation. 
The court found that there was no sham: 
the corporation was showing a loss when 
the transfer was made, and more capital 
was needed, which the brothers did not want 
their sisters to risk. All of the affairs of 
both enterprises were conducted separately. 
The court said: “Our conclusion is that the 
partnership was not a device for evading 
income taxes. Section 45, therefore, should 
not be applied upon the ground that it was 
necessary in order to prevent evasion of 
taxes. The only other ground upon which 
the Commissioner can—and does—rely, is 
that allocation is necessary in order clearly 
to reflect the income of two or more or- 
ganizations, trades, or businesses, owned or 
controlled, directly or indirectly, by the same 
interests. ... There was no attempt to shift 
profits from one organization to the other, 
or to build up fictitious losses from dealing 
with each other. In our judgment it is not 
necessary to make any allocation in order 


18 4 TCM 768 [CCH Dec. 14,683(M)]. 


clearly to reflect the income of the two 
organizations.” 


Partnership of Stockholders 


Seminole Flavor Company v. Commis- 
sioner ™ dealt with a corporation engaged in 
the manufacture and sale of concentrates to 
bottlers for processing and the sale of soft 
drinks to the public. After some years it 
was decided that the existing arrangement 
with independent bottlers and company- 


owned or company-controlled bottling plants } 


was not working satisfactorily; in order to 
exercise more control over the independent 
bottlers and to work more closely with 


them, a new form of organization was nec- [ 
essary. Consideration was given to the pos- [ 
sibility of having the company reincorporate, | 
or create or take over another company, } 


using one corporation as a manufacturing 


company and another as a sales company. | 


Finally it was decided to form a partnership 
of the existing stockholders to promote sales 
and distribution of the company’s products, 
which partnership interests were exactly the 
same as the stock interests. The partnership 
then made a contract with the corporation 
to conduct relations as seller and buyer of 
the corporation’s products at prices to be 
agreed upon. The partnership changed the 
entire setup with reference to sales promo- 
tion, advertising and the merchandising 
services previously rendered to bottlers. After 
this change the corporation’s activity was 
purely the manufacture of flavor extracts. 
The Commissioner allocated to the corpora- 
tion a stated portion of the gross income of 
the partnership under Section 45. The cor- 
poration presented the following form of 
rebuttal: (1) The books were separately 
maintained and clearly reflected the income 
of the organization. (2) As each organiza- 
tion was a distinct business enterprise, or- 
ganized and operated for a definite business 
purpose, which was actually carried on in 
the taxable year, there was no compelling 
reason to ignore the existence of the part- 
nership. (3) It was contended that Section 
45 was designed only to adjust and correct 
improper bookkeeping entries between sepa- 
rate businesses, and that the Commissioner 
should be confined strictly to this purpose. 
The court brought out the fact that the 
Commissioner showed no single entry or 
account which he contended was improper 
or inaccurate. The court was not interested 
in the Commissioner’s statement that a dif- 
ferent form of organization might have been 
created to overcome previous merchandising 
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difficulties. “We do not mean to say that 
taxes were not considered in the new setup. 
Undoubtedly they were, for taxes occupy a 
prominent place in the operation of any 
business. The recognition of this inevitable 
fact is not the equivalent of saying, or hold- 
ing, that this partnership was predominantly 
a scheme or device for evading income 
taxes.” As to the Commissioner’s claim that 
the transactions were not at arm’s length, 
the court said: “Whether any such business 
agreement would have been entered into by 
[the corporation] with total strangers is 
wholly problematical. [The corporation] 
was not seeking new blood or new capital in 
its business. It was seeking a solution of its 
merchandising difficulties. It is entirely 
reasonable, therefore, that the stockholders 
of [the corporation] in creating a new busi- 
ness organization to solve these difficulties 
would place the control thereof in tke people 
most familiar and intimate with the prob- 
lem. To say that the predominant purpose 
of a business enterprise so conceived and 
created was a tax evasion places an undue 
emphasis upon incidental results that is en- 
tirely foreign to the stated purpose of Con- 
gress in enacting Section 45.” 


Business Purpose v. 
Tax Considerations 


Fair Price Stations, Inc. v. Commissioner,” 
involved a corporation engaged in a cut-rate 
filling station business. After several years, 
a corporate resolution declared that as the 
earning power was dependent upon the ex- 
ecutive management, which was limited to 
a few persons who desired to devote their 
efforts as a partnership, the corporation 
would lease all its facilities to the partner- 
ship. The partnership operated retail sta- 
tions, buying gasoline from the corporation 
and other products from unrelated com- 
panies. The Commissioner claimed that there 
was no business purpose for the partnership, 
that it was motivated by tax considerations, 
and that hence its income should be included 
with that of the corporation. “That there 
was admittedly some consideration of the 
tax element is not controlling,” said the 
court, which noted that for several years 
after its formation the partnership had car- 
ried on the business for which it was formed. 
“In the face of that fact alone, it was not easy 
to arrive at any conclusion that there is no 
business purpose. We are affected here more 
by what has actually happened than by the 
perhaps mixed motives for setting up a part- 
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nership. The history is more important than 
any original plan. Regardless of tax motives 

entering into consideration in the beginning, 

this partnership has in fact transacted busi- 

ness on no small scale. It has purchased 

largely, but not altogether, from the peti- 

tioner. In other words, it does some busi- 

ness which can in no manner be related to 

the partnership. ... So here it seems to us 

largely immaterial that the corporation might 

have carried on the business. Unless some 

good reason appears, the partnership should 

not be required to adopt one mode of trans- 

acting business over another. We are un- 

able to find such a reason here. We cannot, 

on these facts, brand the partnership as a 

sham. ... it seems to us that the contract 

is not out of reason, nor such as to brand 

the whole matter as without business pur- 

pose, and sham. ... This is not consistent 

with a mere intent to get essentially the 

same income in a different way, through a 

partnership, but bears out, we think, a real 

desire to give key personnel added personal 
interest in the business, and permit [the 
chief stockholder] to enageg in other activi- 
ties. The partnership was by no means an 
alter ego for the corporation. . . . In our 
opinion, there were business purposes, car- 
ried out, in the partnership, and the Com- 
missioner erred in adding the partnership 
income to that of the petitioner.” 

In Ames Theatre Company v. Commis- 
sioner,” a corporation that owned a number 
of theatres leased the buildings to a partner- 
ship formed by the corporate stockholders. 
The corporation testified that the most ac- 
tive of its officers could not attend meetings 
regularly as his wife wanted to live in Cali- 
fornia and all the theatres were located in 
Iowa, and that the directors believed a 
partnership to be the most effective method 
of carrying on the business since any part- 
ner was able to act for the partnership with- 
out further formality. That some tax savings 
would result from the contemplated change, 
was recognized. The Commissioner allo- 
cated to the corporation the partnership in- 
come under Section 45, claiming that the 
corporation had not parted with legal title 
to the theatres and hence no material change 
other than a merely formal one was effected 
in the operation of the business. The court 
disagreed, on the grounds that the partner- 
ship had actively conducted business with 
the leased theatres and the “transactions ‘in 
question adequately meet the requirements 
of substance as well as form. There appears 
to be no reason whatever for refusing to 
recognize the existence of the partnership.” 
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Family Relationship 


Epsen Lithographers, Inc. v. O’Malley” 
likewise involved a partnership formed by 
the stockholders of the corporation which 
leased assets to the partnership. Here it was 
shown that various members of the family 
of the corporate stockholders had been serv- 
ing as employees of the corporation, and it 
had been decided to give them more than 
the status of employees on a salary basis. 
Further testimony indicated that these mem- 
bers of the family had received offers from 
outside sources to serve as employees at 
higher compensation than they were. then 
receiving. The working capital of the part- 
nership was advanced by the individuals. 
The court quoted Lucas v. Earl,*® that taxes 
cannot be escaped by anticipatory arrange- 
ments and contracts however skillfully de- 
vised, “by which the fruits are attributed to 
a different tree from that on which they 
grew.” But it was noted that a family rela- 
tionship does not of necessity prevent its 
members from reducing tax liability, even 
though it is subject to especially careful 
scrutiny. Nothing wrong was seen in the 
fact that younger members of a family group 
who were actually working in the business 
should be allowed greater proprietorship in 
the business, which could be effectuated by 
a partnership. A fair rental had been paid 
to the corporation by the partnership, and 
there was no evidence that tax evasion was 
fostered by the arrangement. Furthermore, 
the Commissioner may allocate income only 
as between organizations controlled by the 
same interests. The corporation and the 
partnership were not controlled by the same 
interests, as the former was controlled by 
two members of the family and the latter by 
five. Accordingly, Section 45 could not apply, 
as no reallocation was necessary clearly to 
reflect the income of the organization. 


Limitations on Transfer of Franchise 


Facts somewhat similar to those in the 
Seminole case, supra, appear in Barg’s Bottling 
Company v. Commissioner.* This corporation 
was formed to engage in the bottling, manu- 
facture and sale of soft drinks in a limited 
territory. The corporate stock was owned 
in equal proportions by two men, who worked 
extremely long hours at the enterprise— 
according to the testimony, from twelve to 
fourteen hours every day and at least half 
that time on Sundays. They were subject 
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to call at all hours, took no vacations, and 
gave their personal credit for the benefit of 
the corporation’s notes; at no time was the 
corporation able to borrow money without 


their personal indorsement. A board meet- | 


ing four years after the incorporation con- 
sidered whether the corporation should be 
dissolved. The number of reports to be filed 
with federal and state agencies by a corpora- 
tion seemed excessive in view of the size of 
the enterprise; taxes were all out of pro- 
portion to its earnings; in general, the 
benefits derived from being a corporation 
did not justify the cost. It was brought out 
also that the corporation had been formed 
to give two stockholders a means of liveli- 
hood and not to provide means of invest- 
ment for a large number of stockholders or 
the general public. Perhaps more important 
was the fact that had the enterprise been 
a partnership, it would have been possible 
to take on other franchise drinks without 
violating the franchise held by the corpora- 
tion. The board then considered the fact 
that if the corporation were dissolved and 
a partnership formed to take its place, the 
partnership could carry on other activities 
without violating the franchise; but since 
the franchise was made to the corporation, 
it could not be transferred, and a corporate 
dissolution would cause the franchise to 
lapse. Thereupon it was decided to con- 
tinue the corporation but to form a partner- 
ship for distribution purposes and to engage 
in other businesses that could be carried on 
without violating the corporate charter. 
Since the corporation would no longer use 
its trucks and distributing equipment as the 
partnership was taking care of distribution, 
the equipment was leased to the partnership 
by the corporation. The Commissioner 
claimed that the partnership was “in fact a 
sham completely lacking in substance for 
business purposes”; but the court accepted 
testimony that the partnership would have pre- 
ferred to operate wholly as such if it were not 
for the limitations placed on the transfer of 
the franchise by the corporation. The court 
said: “If the [Commissioner] had deter- 
mined that because of the difference in price 
between what [the corporation] charged 
[the partnership] and what [the corpora- 
tion] charged its other distributors for its 
bottled goods, some portion of the gross 
income of the partnership should be allo- 
cated to [the corporation] to make up this 
difference, we might have an entirely differ- 
ent situation. The [Commissioner], how- 
ever, is content to rely upon this difference 
in price as one of the factors which, he 
contends, indicates that the partnership was 
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a sham. In view of our holding above that 
the partnership was real, we need not again 
discuss this point except to say that in our 
opinion the reasons set out in our findings 
for this difference in price appear to be 
reasonable under the circumstances.” 

But the Commissioner has also won some 
Section 45 cases in addition to the two 
partial victories mentioned above. In cases 
that have gone higher than the Board of 
Tax Appeals or the Tax Court, the govern- 
ment has been 62.5 per cent successful. 


Commissioner Upheld 


In Asiatic Petroleum Company v. Commis- 
sioner,* a domestic corporation sold certain 
properties at cost to a foreign corporation 
having the same ownership. The vendee 
immediately resold the property at a profit. 
The Commissioner allocated to the domestic 
vendor the profit of $2,750,300 realized by 
its vendee on the sale, under Section 45. 
The domestic corporation furnished the 
novel argument that since it had sold at 
cost what it might have sold at a profit, 
receipt of income had been avoided; conse- 
quently, since there was no income, there 
was no tax to be evaded, for which reason 
Section 45 must be inapplicable. The court 
disagreed: “The phrase ‘evasion of taxes’ 
is broad enough to include the realization 
for taxation of such a profit through its 
transfer to another branch of the same busi- 
ness enterprise in a way which only changes 
its place in the business setup.” The court 
likewise spurned the argument that the 
domestic corporation was purely a holding 
company and thus not engaged in a trade or 
business to which Section 45 could be ap- 
plied. It was claimed also that the profit 
belonged to the foreign vendee and that 
hence an effort to tax the domestic vendor 
on the income of another resulted in a 
deprivation of property without due process 
of law. The court pointed out that the 
domestic vendor had potential income, and 
that any law that looks through form to 
reality to prevent diversion of such profits 
is constitutional. “Even without such a 
statute as Section 45, many cases have gone 
very far in disregarding formal transfers 
introduced into corporate transactions for 
the purpose of escaping taxation. If 
anticipatory, elements intended to circum- 
vent taxes may be disregarded by the Courts 
without the aid of statutory authority, a 
statute authorizing the Commissioner to 
disregard them under similar circumstances 
cannot be unconstitutional.” 





25 Supra, footnote 6. 
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In Helvering v. Gordon,* Gordon and his 
wife owned the stock of a can company, C. 
Gordon had intimate connections with a 
tin company, which allowed his can corpo- 
ration (C) substantial discounts on purchases. 
Gordon believed that C Company’s customers 
would be unwilling to pay the regular price 
for cans if they knew of the huge conces- 
sions on tin prices that the company actu- 
ally received, so he formed R_ Realty 
Corporation to take over the rebates thus 
allowed in the form of commissions. The 
Commissioner claimed that the payment of 
dividends by R Corporation to Gordon was 
equivalent to the receipt of the rebates by 
C Company and the distribution of the 
dividends to the C stockholders, which also 
meant Gordon. The court upheld the in- 
vocation of Section 45: “The arrangement 
so devised and executed was a mere device 
for siphoning the earnings of the can com- 
pany out of its treasury and into the realty 
company, which served merely as a con- 
tainer to hold such earnings until Gordon 
and his wife should determine to distribute 
them.” 


-Subsidiary’s Profits 


Distributed to Parent 


Maine Central Transportation Company v. 
Commissioner,” was a case where the parent 
company, a railroad, owned all of the shares 
of a subsidiary (did the petitioner), which 
operated motor vehicles. The charter of the 
parent corporation did not permit it to oper- 
ate motor vehicles; accordingly, the sub- 
sidiary purchased its own equipment. The 
subsidiary used the parent corporation’s 
facilities without cost and the schedules of 
the two corporations were coordinated, with 
the result that the parent’s services could 
be curtailed to some extent, with a finangial 
saving. In recognition of this saving, the 
parent furnished the subsidiary the funds to 
purchase the equipment. It was arranged 
that the parent’ corporation would make up 
any deficits incurred by the subsidiary, and 
that all of the subsidiary’s profits beyond 
$500 per year would go to the parent cor- 
poration. The Commissioner invoked Sec- 
tion 45, and the court noted that “the terms 
of the contract were not agreed to 
by parties with adverse interests dealing at 
arm’s length but were just what Railroad 
wanted them to be. . The contract ap- 
pears to be merely a means adopted by 
Railroad to secure distribution to it of the 





26 87 F, (2d) 663 [37-1 ustc { 9088]. 
2742 BTA 350 [CCH Dec. 11,255]. 


profits of the petitioner. Those profits were 
determined by the petitioner. They were 
not earned by Railroad. Railroad could not 
relieve the petitioner from tax by merely 
taking over the earnings of the petitioner... . 
Even though Railroad may have deserved 
some compensation for the risk it took in 
regard to possible losses of the petitioner, 
nevertheless the entire earnings of the peti- 
tioner were not required as reasonable com- 
pensation for the assumption of that risk. 
The record does not justify the allocation 
of any part of the profits as compensation 
for that risk. Even if the petitioner 
were otherwise entitled to the deduction 
which it claims, the action of the Commis- 
sioner in allocating the gross income and 
deductions of this petitioner so that its in- 
come may be clearly reflected, seems en- 
tirely proper under Section 45.” 


Arbitrary Allocation 


Birmingham Ice & Coal Storage Company 
v. Davis™ concerned the taxpayer corpora- 
tion and another corporation owned by the 
same interests, with common officers who 
arranged for joint operations of both plants 
with appropriate allocations of sales to each. 
The taxpayer claimed that its business was 
seasonal; that as there was not enough busi- 
ness throughout the year for both plants, 
the other corporation’s plant was kept avail- 
able to supplement the taxpayer’s during 
the peak season; and that it was more 
economical to operate the other corpora- 
tion’s plant as an auxiliary to the taxpayer’s. 
The chairman of the board of both corpora- 
tions (who had no financial interest in either) 
decided on the allocation of the payments 
on sales made by each to a selling company. 
Since the taxpayer’s plant was more eco- 
nomical to operate, the other corporation 
admittedly was discriminated against in the 
assignment of business. To compensate for 
this, the chairman made an allocation of 
the taxpayer’s earnings to the other corpo- 
ration on an arbitrary basis. The court 
found that there was no definite and fixed 
agreement for the sale of any amount or 
for joint operation on any fixed or definite 
basis, and the allocation of monies by the 
taxpayer to the other corporation was not 
in accordance with any plan to make the 


allocated sum the income of the recipient . 


corporation. Hence, the Commisisoner’s re- 
allocation to the taxpayer “was well within 
the authority conferred by the act and may 
not be disturbed.” 


8112 F. (2d) 453 [40-1 usrc {| 9485]. 
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Loss Allocated to Parent 


National Securities Corporation v. Com- 
missioner,” was concerned with a parent cor- 
poration which transferred to a subsidiary 
corporation the stock of another company. 
The shares thus transferred had a basis of 
$140,378.06 and a value of $8,562.50. In re- 
turn, the parent corporation received shares 
of the subsidiary (the taxpayer) having a 


value of approximately $73,000. In the same § 


year, the subsidiary sold the stock it thus 
received for $7,175. The Commissioner at- 
tempted to apply Section 45, and claimed 
that the subsidiary’s loss must be limited to 
the difference between the fair market value 
of the shares when acquired by the sub- 
sidiary and the ultimate selling price, with 


the result that the remainder of the loss was | 


in effect allocated to the parent corporation. 
The court upheld the Commissioner’s treat- 


ment, pointing out the fact that the parent | 


had purchased these shares as an investment 
and decided to sell the stock only when it 
was virtually worthless, “and then, instead 
of selling on the market, taking its loss and 
marking ‘finis’ to a most unprofitable ven- 
ture, transferred the stock to its wholly 
owned subsidiary. It seems most reasonable 
to treat the loss as one which had in fact 
been sustained by the parent rather than 
by its subsidiary. The shifting of the loss 
to the subsidiary gives an artificial picture 
of its true income and one which it was 
unnecessary for the Commissioner to accept. 

The Commissioner was justified in 
finding that the taxpayer’s income was not 
clearly reflected by its return for 1936 since 
the return included a loss which was in fact 
incurred by the parent. We conclude that 
the Commissioner’s action was neither arbi- 
trary nor capricious. . Finally the tax- 
payer contends that in fact the Commis- 
sioner did not allocate the loss as Section 45 
requires but merely disallowed it to the tax- 
payer. . . . There is clearly implicit in this 
disallowance of the loss to the subsidiary on 
the authority of Section 45 a finding that 
the loss has been allocated to the parent. 
This is true even though under the circum- 
stances of this case such an allocation would 
have had no practical effect upon the par- 
ent’s income tax for 1936.” 


This case is also important because it 
established the principle that Section 45 
supersedes the customary basis provisions 
of the law. The taxpayer had claimed that 
since Section 45 is a general statute dealing 
with the allocation of gross income and de- 
ductions, it could not be controlling here, as 


9137 F. (2d) 600 [43-2 ustc J 9560]. 
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Congress has specifically provided the basis 
which is to be used under certain circum- 
stances. In answer, the court said: “In 
every case in which the section is applied 
its application will necessarily result in an 
apparent conflict with the literal require- 
ments of some other provision of the act. 
If this were not so Section 45 would be 
wholly superfluous. We accordingly con- 
clude that the application of Section 45 may 
not be denied because it appears to run afoul 
of the literal provisions of Section 112(b) (5) 
and 113(a)(8) if the Commisisoner’s action 
in allocating under the provisions of Sec- 
tion 45 the loss involved in this case was a 
proper exercise of the discretion conferred 
upon by him by the section.” 


Rent Collection Expenses 


Joseph J. Harris, Inc. v. Commissioner,” 
involved two corporations, M and R, which 
were owned by the same individual. Both 
were in the real estate business, but M 
Corporation acted merely as an agent for 
management, leasing, collection of rents, 
etc., while R Corporation bought, owned 
and sold real estate. M Corporation col- 
lected rents for R Corporation as well as 
for others. Other clients were charged three 
per cent to five per cent of all rents col- 
lected, but R Corporation was allocated 
$1,500 of expenses, which amounted to about 
‘one per cent of the rents collected. The 
Commissioner sought to charge R Corpo- 
ration a larger amount under Section 45. 
As the ratio of rent collections for all clients 
was 14.5 per cent, the Commissioner allo- 
cated to R Corporation 14.5 per cent of M’s 
total expenses. The court declared that M 
did not perform all of the customary serv- 
ices for R, but only collected rents. R could 
have employed a rent collector for an annual 
salary of $1,500; M did no management 
work for R. However, as R Corporation 
maintained its office with M, the court allo- 
cated 14.5 per cent of M’s office expenses 
to R Corporation. 


Limitations 
of Commissioner's Authority 


The Commissioner may allocate income, 
etc., but only if it actually exists; he may 
not make any allocation of items which 
might or should exist but do not. In 
Tennessee-Arkansas Gravel Company v. Com- 
missioner," two corporations were owned 
and controlled by the same interests. The 





% 5 TCM — [CCH Dec. 15,223(M)]. 
31112 F, (2d) 508 [40-2 ustc J] 9512]. 
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first corporation leased equipment to the 
second one for $1,000 per month, the agree- 
ment covering that year only. For the sub- 
sequent year, the Commissioner assessed 
income of $12,000 against the first company 
under Section 45. The court disagreed: “It 
is true enough that [the two companies] 
were owned and controlled by the same in- 
terests, and would, in a proper case, be 
subject to Section 45, but, even so, the Com- 
missioner’s authority extended no further 
than to ‘distribute, apportion, or allocate 
gross income’ between them... . He simply 
concluded that petitioner should have charged 
[the second company] rent upon the equip- 
ment notwithstanding the fact that 
petitioner neither charged, collected, or 
could have collected rent under this agree- 
ment with [the second company]. 
Section 45 . . . did not authorize the Com- 
missioner to set up income where none 
existed. The principal purpose of this Sec- 
tion was to clearly [sic] reflect income that 
did exist. It is suggested that the law will 
imply that the Commissioner apportioned 
the $12,000 to petitioner from the gross in- 
come of [the second company], but the law 
permits no inferences contrary to fact.” 


E. C. Laster v. Commissioner,” produced 
the same result. Here the petitioner, an 
individual, owned all the stock of two cor- 
porations. One corporation was assigned 
without consideration certain oil payments 
held by the other. The Commissioner set 
up taxable income to the transferror on an 
estimate of the fair market value of the oil 
payments transferred. The petitioner con- 
tended that the Commissioner’s action was 
not an allocation of gross income to prevent 
evasion of taxes and was not necessary 
clearly to reflect income, but created income 
where none existed. Said the court: “An 
acquisition of property without or for less 
than an adequate consideration does not 
ordinarily result in taxable income. .. . 
Not having paid any consideration for the 
additional interest in production, it had no 
basis in the oil payments, and if it sold 
them, the whole of the selling price would 
represent taxable gain. .. . The acquisition 
by the Company of the oil payments 
without cost did not result in income to it 
or the transferor. It follows therefrom that 
there was no income to distribute or allo- 
cate under Section 45.” 


Disallowance of Deductions 


The Commissioner is not permitted to 
disallow deductions, as was evidenced by 





* 43 BTA 159 [CCH Dee. 11,600]. 
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General Industries Corporation v. Commis- 
sioner." A corporation controlled by a 
family group took a loss from a sale of bonds 
at market to a holding company owned by 
the same family. No fraud as such was 
claimed. Said the court: “After considering 
the principle of corporate entity, and the 
effect of Section 45 thereon, we are forced 
to the conclusion that that Section was not 
intended to permit such a violation of cor- 
porate entity as disallowance of the deduc- 
tions sought herein would entail. We can- 
not believe that the intent of the statute 
goes to the extent of allowing the respond- 
ent the control over corporations with com- 
mon ownership which the disallowance of 
deductions herein would require. Section 45 
permits distribution, apportionment, or allo- 
cation of a deduction, but it nowhere per- 
mits disallowances thereof—which is the 
action herein taken by the Commissioner. 
We therefore hold that the losses in question 
‘ were properly deducted by the peti- 
tioner in the taxable years here in question.” 


The Commissioner may not apply any 
convenient yardstick; he is obliged to pro- 
ceed as scientifically as possible. Robert 
Gage Coal Company v. Commissioner,” illus- 
trated this point. For the first six months 
in the taxable year, a subsidiary corpora- 
tion conducted a business. Upon the liqui- 
dation of the subsidiary, the parent corpo- 
ration conducted the business for the re- 
mainder of the year. The subsidiary’s books 
were not closed at the time of liquidation. 
The total net income for the year was not 
disputed, but only the allocation between 
subsidiary and parent, as the parent oper- 
ated the business as a division of its own 
activity after the liquidation. Testimony 
indicated that because of the peculiar nature 
of its product, the parent could not deter- 
mine its profit for an interim period; it was 
difficult to take inventories and close the 
books in mid-season. The Commissioner 
made an arbitrary distribution of income, 
but the court accepted worksheets of an 
independent acountant: “As we have already 
stated, in determining the net income of a 
taxpayer for a given period the method 
that should be used is the one that will 
produce the most accurate result. As the 
Court said in Reynolds v. Cooper [1933 CCH 
9248], ‘Rules of thumb should only be 
resorted to in cases of necessity, for the 
actual is always preferable to the theoretical.’ ” 





3335 BTA 615 [CCH Dec. 9597]. 
% 2 TC 488 [CCH Dec. 13,384]. 
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Taxpayer's Burden of Proof 


But when the Commissioner can show 
that he has not exceeded his statutory au- 
thority, the burden of proof will be upon 
the taxpayer to prove that the Commis- 
sioner is in error. As was said in the Lesoine 
case, supra, “The action of the Commissioner 
in applying this Section should be disturbed 
only when an abuse of his discretion is 
shown.” This was also illustrated in G. U. R. 
Company v. Commissioner. This case in- 


volved a deficiency due to a reduction in a [ 


capital loss sustained on sale of stock. The 
Commissioner made his determination on 
the basis that the stock had been acquired 
from a company under common control 
with the taxpayer. In order to present an 


acceptable bank statement, the taxpayer pur- 
chased securities at cost from an affliate. | 


The bank renewed the loan to the taxpayer 
corporation on the strength of this state- 
ment; the note was a collateral obligation 
of the taxpayer corporation alone, but the 
bank looked to the credit of the taxpayer's 
sole stockholder in making the loan. The 
Commissioner used the fair market value of 
the shares at the date of the transfer, on 
the ground that such allocation was neces- 
sary properly to reflect the taxpayer’s in- 
come. Said the court: “Congress has placed 
broad discretion in the Commissioner and 
the Board and we cannot substitute our 
judgment for theirs unless that discretion 
has been abused. The Revenue Act, 
of course, provides that cost is the proper 
basis for determining loss on securities sold. 
But the question of what is actual cost is 
to be determined by the Commissioner as a 
matter of fact, and he is given wide latitude 
under Section 45 of the Act in making such 
determination. The evidence here does not 
convince us that the Commissioner abused 
his discretion.” 


Control 


The question of “control” is an important 
one in Section 45 matters. According to the 
Regulations, “the term ‘controlled’ includes 
any kind of control, direct or indirect, 
whether legally enforceable, and however 
exercisable or exercised. It is the reality of 
the control which is decisive, not its form 
nor the mode of its exercise. A presump- 
tion of control exists if income or deduc- 
tions have been arbitrarily shifted.”™ Thus, 
where the Pennsylvania Railroad and the 
New York Central jointly owned all of the 





117 F. (2d) 187 [41-1 ustc J 9194]. 
% Regulations 111, Section 29.45-1(a)-3. 
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stock of a third railroad company, the last- 
named company was not controlled by “the 
same interests.” Accordingly, when this 
third company agreed with the Pennsyl- 
vania and New York Central that they 
would no longer have to pay half of the 
dividends on its stock as previously done, 
and the Commisisoner attempted to allo- 
cate to the third company a rental income 
equivalent to the portion of the dividend 
previously paid, it was held that Section 45 
did not apply and hence the Commissioner’s 
allocation could not be made.” 


Where control has been legally parted 
with, Section 45 does not apply. In Wilfred 
J. Funk v. Commissioner,* an individual had 
set up a number of family trusts. The Com- 
missioner contended that Funk actually 
owned the corpus income of the trusts, and 
hence the income should be taxed to him 
under an allocation by virtue of Section 45. 
Noting that the trusts were long term and 
terminated upon Funk’s death, the court 
said: “Consequently, before the income of 
the trusts can be taxed to [Funk] .. . it 
must appear that the control which he ex- 
ercised or could have exercised over the 
income was ‘very substantial’ and ex- 
amination of the trust agreements and their 
indentures and supplements discloses that 
[Funk], by their terms, reserves no power 
of alteration and revocation. . .. The trusts 
are instruments by which [Funk] conveyed 
title to property for the term of his life, 
and through which [he] reserved no sub- 
stantial powers. ... In all outward aspects, 
the trusts are real, solid, subsistiting ar- 
rangements, such as have been recognized 
by the Revenue laws.” 


Application of Section 45 Principle 


The paucity of Section 45 cases is very 
misleading, as the underlying principle is 
applied in many cases without reference to 
the section as such. This is indicated by 
two recent cases where no reference at all 
is made to Section 45. In Aflantic Monthly 
Company v. Commissioner” a book publish- 
ing corporation operated as an adjunct of 
the parent company made payments of 
royalty income to the parent in return for 
certain general services by the parent that 
were not valued in terms of money. The 
Commissioner successfully had the royalty 
payments disallowed as a deduction to the 
subsidiary to the extent that the payments 





*% Lake Erie and Pittsburgh Railway Company. 


5 TC 558 [CCH Dec. 14,707]. 
33 TCM 100 [CCH Dec. 13,727(M)]. 
“5 TC 1025 [CCH Dec. 14,817]. 
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exceeded expenditures made on behalf of 

the subsidiary, on the theory that the pass- 

ing on of a portion of the royalty was not 

an ordinary business expense. The court said: 

“The two corporations as between them- 

selves could of course contract that such 

payments should be made, but this fact does 

not make such payments deductible under 

Section 23(a)(1)(A).” In Imerman v. Com- 

missioner,” the Commissioner sought to dis- 

allow a part of a rent deduction claimed 

by a partnership on the theory that the 

owner of the rented premises was the mother 

of one of the partners and hence the trans- 

action was not at arm’s length. The Com- 

missioner lost this case, but a strong dissent- 
ing opinion claimed that the taxpayer should 
be required to prove that the Commissioner’s 
determination was wrong. The arguments 
centered around the arm’s length transac- 
tion, although Section 45 was not mentioned. 
Louis Adler Real Estate Company, Inc. v. 
Commissioner," involved the question of who 
was entitled to take a deduction for interest 
paid on mortgages where there was a series 
of borrowings between a bank, a corpora- 
tion, its sole stockholder and trusts created 
by the sole stockholder’s wife. Interest was 
held to be limited to the amount paid on 
the bank loan. Neither the Commissioner 
nor the Tax Court’s majority opinion made 
any reference to Section 45; but a con- 
curring opinion by three judges suggested 
that Section 45 actually governed the situa- 
tion: “The fact that there is no reference 
to that section in the notice of deficiency 
where as here ‘it may be assumed that the 
adjustment was made in order that the real 
income of the petitioner might be clearly 
reflected’ is not necessarily an impediment 
to its application by us.” Other transactions 
between affiliated taxpayers are reallocated 
under a fraud provision rather than under 
Section 45. 


Now what does this mean in actual prac- 
tice? In the application of the section, the 
Commissioner may change items of income 
or deduction from one taxpayer to another, 
or between more than two taxpayers. It 
must not be imagined that if all of the tax- 
payers are in the same bracket, the net tax 
result on an over-all basis will be nil. In 
a number of types of situations the tax 
effect can be very substantial. First, a 
deduction may be transferred from an in- 
come company to a deficit company, where 
it would be wasted. Second, income might 
be allocated to one company whose tax 
returns are still open, while the correspond- 





47 TC —, No. 121 [CCH Dec. 15,429]. 
416 TC 778 [CCH Dec. 15,086]. 




































































































































































































































































































































ing deduction might be given to a company 
whose returns are closed. Third, the re- 
allocation might not entirely involve corpora- 
tions and hence might complicate partnership 
or individual tax liability. Fourth, alloca- 
tion of additional income to a corporation 
might greatly complicate its financial affairs 
in such matters as dividend payments, bonus 
and other compensation plans, and perhaps 
even a major price policy. 


State Tax—Effects 


Although the state problem is not under 
primary consideration at this point, it should 
be noted that reallocation of income can 
create an entirely different state tax picture. 
For example, Corporation A and Corpora- 
tion B may be in the same federal tax 
bracket and their returns may be similarly 
open for tax adjustment purposes. Never- 
theless, if Corporation A pays a New York 
franchise tax based on virtually all of its 
income while Corporation B pays a tax on 
a very small proportion of its income, the 
reallocation of income to Corporation A 
will greatly increase its state tax liability 
without a compensating offset to Corpora- 
tion B. Another very serious result could 
be the effect upon the surtax on improper 
accumulation of surplus. A _ corporation 
may set its dividend and general financial 
policies upon the existence of a stipulated 
surplus and earnings; but if it suddenly 
finds that earnings are greatly increased 
because of a reallocation of income, it may 
find itself in a position where earnings in 
a taxable year are sufficiently in excess of 
distributions and bona fide reasons for re- 
taining earnings that the penalty surtax 
would apply. The penalty for violating 
Section 45 is not directly a punitive tax, 
as is provided in Section 102; but the re- 
shuffling of income after tax returns are 
filed and after corporate policies are set 
can have major repercussions far 
costly than a mere percentage tax. 


more 


Increasing Importance of Section 


It is the writer’s opinion that Section 45 
will become much more important for the 
following reasons: 


(1) Except in obvious situations, it is diffi- 
cult for a revenue agent to ferret out trans- 
actions that are not at arm’s length. The 
recently augmented staffs of agents, how- 
ever, will be able to devote more time to an 
examination. And to make up for tax reve- 
nues that were slashed by the passing of 








the excess profits tax, a more intensive hunt 
for additional sources of revenue may be 
anticipated. 


(2) With the general prosperity of the 
war years, a substantial number of all cor- 
porations were in the same top bracket. 
With the levelling off that may come, the 
importance of separate tax brackets will be 
re-established, with a consequent increas- 
ing seriousness of any reallocation of income. 


(3) The increasingly wide study of tax 
minimization and popularized books doubt- 
less foster many “schemes,” with a result 
that agents will be generally suspicious. 


(4) More aggressive state tax policies and 
interstate commerce decisions generally 
adverse to the taxpayer will invite more 
intercompany activities, which may not all 
withstand scrutiny. 


(5) Possible economic slumps, displace- 
ment of certain personnel by returning sery- 
icemen, and unhonored requests for addi- 
tional compensation in view of mounting 
costs of living, will create numerous dis- 
gruntled employees or former employees, 
who, for personal reasons or for potential 
informers’ fees, may reveal details of inter- 
company transactions allegedly not at arm’s 
length, which otherwise would pass without 
notice. Although such “tips” may be un- 
reliable and unfounded in the great majority 
of instances, they unquestionably could stir 
up Section 45 consciousness. 


General Conclusions 


Certain general conclusions may be ad- 
vanced after a study of the existing cases: 


(1) The theory of Gregory v. Helvering 
definitely flavors the courts’ thinking. If 
a sound business purpose may be shown as 
reason or justification for the relationship 
between two or more affiliated taxpayers, 
the taxpayer should be successful. 


(2) A tax-saving motive for the affiliated 
taxpayer arrangement will not be fatal if 
other reasons exist. 


(3) As in Section 102 cases,” any victory 
the Commissioner could achieve would be 
cumulative in effect: that is, a situation 
that existed for any one taxable year would 
probably exist for several other years, and 
therefore it would be too late to correct it. 
Hence, the tax cost might automatically 
be tripled. 





42293 U. S. 465 [35-1 ustc ] 9043]. See Robert 
S. Holzman, ‘‘Ten Years of the Gregory Case,” 
Journal of Accountancy, March, 1945, p. 215. 

*8See Robert S. Holzman, ‘‘Impact of the 
War’s End on Section 102,’’ TaAxEs—The Taz 
Magazine, January, 1946, p. 24. 
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(4) Also, as in Section 102 cases, any 
court case won by the Commissioner could 
be used as an offensive weapon against other 
taxpayers, particularly if it be tried in a 
high enough court. To date, no Section 45 
case has gone higher than a Circuit Court 
of Appeals, nor has any action been litigated 
against a major corporation. 


Dealing with Affiliate 


(5) A taxpayer may deal with an affili- 
ated taxpayer at closer than arm’s length 
if there are adequate reasons. For example, 
if both enterprises are part of the same 
over-all organization, it will be known that 
there will be no credit risk, for which rea- 
son a lower profit may be accepted. Fur- 
thermore, the affiliated selling company will 
be in the favored position of an old and reli- 
able customer, even though in point of fact 
it may be a brand new organization; the 
knowledge that there will be no unreason- 
able returns of merchandise will assure the 
market. In response to the Commissioner’s 
question, “Would you sell to an outside 
company at the same price at which you are 
selling to your affiliate?” the answer might 
well be, “Yes, if I knew the outside com- 
pany as well as I know the affiliate.” 


(6) In the absence of good reasons for 
special terms as mentioned at (5), supra, the 
price or fee charged to an affiliate should 
bear some relationship to the price paid by 
outsiders. Of course, this is difficult to 
establish for certain products or services, 
and in dealing with an outsider prices will 
be partially determined under normal cir- 
cumstances by bargaining. Yet, in the lan- 
guage of The Mikado, how can Poo-Bah 
bargain with himself, in his guise as buyer 
and seller in the same transaction? Again, 
how can Poo-Bah the seller be expected to 
calculate the maximum price that Poo-Bah 
the buyer would pay, before going to an- 
other vendor? 


(7) An important rule to observe is that 
the related taxpayer’s price or fee should 
not vary in accordance with profits, other- 
wise, the Commissioner will be sure to see 
a diversionary scheme to channel earnings 
to escape taxation. If the related company 
price or fee remains constant in good years 
as in bad, it will be very much easier to 
justify it. 

(8) The enterprises, if considered sepa- 
rate entities for tax purposes, should be set 


up that way in fact. It does not matter 
too much that the same premises be used 
by two or more related taxpayers, nor that 
some or all of the same personnel be in- 
volved. The books should be separately 
maintained clearly to reflect the profit of 
each entity. Each company should bear its 
own proper proportion of joint expenses, 
such as administrative overhead. Any pro- 
ration of expenses should be on a logical 
and consistent basis, which does not change 
disproportionately when the profits change. 
Items pertaining to one company should 
not be carried on the books of another, and 
a definite cleavage should exist between the 
acts as well as the records of each company. 
Contracts or written agreements between 
the companies are highly desirable, to show 
a revenue agent that the arrangement is 
not haphazard and that the relations be- 
tween the companies are controlled by 
legally enforceable instruments. An agent 
may be suspicious about intercompany prices 
or extent of profit participation if there is 
nothing in writing, for in the latter instance 
taxable income could be shifted at will. 


(9) There is no need for any intent to 


‘violate Section 45, and there is not even the 


presumption that an event took place for 
forbidden purposes such as under Section 102. 
It is enough that the taxpayers are not deal- 
ing at arm’s length—a factual rather than a 
legal matter. 


“A Fleet in Being” 


(10) The mere existence of Section 45 
tends to keep affiliated taxpayers from deal- 
ing at arm’s length far more than anything 
that the Commissioner has actively done. 
It might be likened to what the great naval 


strategist Alfred T. Mahan had in mind 
when he wrote of “a fleet in being”: the 
mere knowledge of the existence of a hostile 
fleet may shape all the actions of its adver- 
sary without ever appearing or even putting 
to sea. “A ‘fleet in being’, therefore, is one 
the existence of which is a 
perpetual menace to the enemy, who 
cannot tell when a blow may fall, and who 
is therefore compelled to restrict his opera- 
tions . . . [serving] to create and to main- 
tain moral effect, in short, rather than 


physical.” “ [The End] 


4 Alfred T. Mahan, Lessons of the War With 
Spain. Boston: Little, Brown and Company, 
1899. Pp. 76, 89. 


————- oo 
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‘The Integration of ‘Taxes on Income 


By SOL LEVINSON 


The author, a member of the New York and federal bars, is associated with 
Seidman and Seidman, a national firm of certified public accountants 


YONGRESS inevitably must come to 

grips with the problem of integrating 
taxes on income. It is not intended here to 
run the gamut of the many and diverse 
combinations and permutations for corpo- 
rate and individual taxation. It is to be 
assumed that corporation earnings are to 
share the burdens of taxation. Specifically 
to be dealt with are the status of interest 
and dividends in the corporate economy 
and their significance for tax purposes. 


Panaceas have a tendency to multiply 
complexity upon complexity. Thus, to solve 
one problem, in part or in whole, by substi- 
tuting another of like character but of equal 
degree and complexity, affords slight com- 
fort. An economy so highly integrated and 
geared to complexity can only aspire to 
perfection; approximation should give the 
maximum satisfaction. The realities of the 
present must control in any solution. 


It would be carrying “coals to Newcastle” 
to say that taxation bears heavily and di- 
rectly upon production and the motivating 
forces so essential in a free economy. 
Hence, the everlasting search is for a re- 
allocation of this burden so that the econ- 
omy may function at maximum capacity 
and efficiency. Taxation of corporations 
being accepted, in what direction does im- 
provement lie? 


Legalisms are but creatures of man, to 
be used or discarded at will. The corporate 
fiction is not of recent origin. When the 
first federal income tax was enacted in 1913, 
the corporate entity had attained full ma- 
turity as a legal concept. Nevertheless, as 
a concept for taxation, it appears hardly to 
have been accepted until such time when 
the exigencies of the moment forced its 
recognition. In theory, as well as in prac- 
tice, although not in strictly legalistic 
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dogma, ownership of business ultimately 
rests in individuals; the corporation but 
acts as a conduit to transmit profits de- 
rived from operations of the business to the 
rightful owners, 


If the element of profit is to be taxed, 
the ultimate result must be deliberated. A 
tax on general income, founded upon capac- 
ity to pay, should not permit profit to be 
waylaid on the road to the stockholder and 
subjected, successively, to tribute and toll. 
Under the present tax law, the stockholder 
first pays thirty-eight per cent through the 
corporation and then a progressive rate, up 
to eighty-six per cent, on what remains of 
the profit after it is distributed to him. 
Progressive taxation must fail in its pur- 
pose where stockholders in varying income 
brackets indirectly pay the same rate of tax. 
Such a form of taxation discriminates 
against the small corporation stockholder, 
who is taxed at corporate levels without 
regard to progressive rates. Equality of 
taxation is attainable in part if corporation 
income taxes are abolished and the tax is 
imposed on corporate earnings after their 
distribution as dividends. Here, too, the prob- 
lem falls short of solution, for equality of 
taxation also connotes equality with respect 
to undistributed profits; otherwise, earnings 
and profits not distributed would escape 
individual income taxes. 


If it be accepted that the corporate tax 
is in substance and reality taxation of the 
stockholders, it must follow that two taxes 
are imposed upon earnings derived from 
corporate business, while only one is im- 
posed upon other income. Thus, discrim- 
ination results between corporate business 
income and unincorporated business income. 
The extent of the distinction rests in the rela- 
tive tax rates on corporate and individual 
income. 
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Development of Double Taxation 


No such distinctions or discriminations 
were contemplated by the income tax law 
as originally enacted. The corporate tax 
rate was the same as the normal rate for 
individuals, with dividends exempt from 
the individual normal tax. Double taxation 
was, thereby, deliberately and consciously 
avoided. The corporate tax, in effect, was 
no more than a withholding and payment of 
the stockholders’ normal tax. With the rise 
in rates—both corporate and personal—the 
equilibrium was maintained and double 
taxation was still avoided. The relationship 
between the two taxes was disturbed only 
when corporate rates later outstripped the 
individual normal tax. Finally, in 1936, the 
corporate tax was fully acknowledged as a 
tax in its own right when dividends were 
subjected to individual normal tax, Double 
taxation, complete and undisguised, was in 
effect. 


Potentially, all corporation earnings are 
dividend income to the stockholder. It re- 
quires only the fiat of corporate directors 
to tag them as such and transmit them to 
the stockholders. Double taxation results 
when earnings already taxed to the corpora- 
tion are again subjected to tax when they 
finally reach the stockholders by way of 
dividend distribution. The correction lies 
in eliminating the tax on the income either 
in the hands of the corporation or in the 
hands of the stockholder. 


Bond Interest and Dividends 


The problem of double taxation is brought 
out in relief when the relationship of bond 
interest and dividends in the economy is 
considered. There are two main sources of 
capital for private industry: first, equity in- 
vestments, which contemplate the assump- 
tion of the benefits as well as the disabilities 
of business enterprise—the share of profits 
as well as the risk of losses; second, borrow- 
ings under agreement to pay interest at 
specified rates, with principal and interest 
often secured by mortgage or other lien. 
Essentially, there is no difference between 
capital obtained by borrowing or that ob- 
tained by equity financing involving the 
sale of stock. Both serve the same ends, 
and both contribute equally to the realiza- 
tion of the profit. The funds derived from 
both sources are not earmarked. Neverthe- 
less, the income flowing to the bondholder 
from the operation of the corporate business 
has characteristics different from those of 
income flowing to the stockholder. The 
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former’s income remains intact and is paid 
to him in full, while the latter’s first has a 
respectable segment removed. In order to 
pay $100 in interest, a corporation, with a 
thirty-eight per cent tax rate applicable, 
need earn no more than $100; on the other 
hand, to pay $100 in dividends, it must earn 
$161.29. It can hardly be doubted that debt 
financing serves a useful function in the 
economy. In the final analysis, however, it 
has been equity capital that promoted and 
fostered the vigor and growth of American 
industry. The profit motive and equity 
capital are inseparable. 


Debt Financing 


Debt financing has been encouraged un- 
duly by favored treatment, taxwise, in allow- 
ing deduction of interest on bonds in 
arriving at corporate taxable income, Un- 
disguised discrimination thus results from 
the subjection of dividend income to indi- 
vidual income tax, in addition to corporate 
tax on net income. The sad experiences of 
the ‘thirties point out the dangers inherent 
in disproportionate corporate financing by 
‘borrowings, with fixed commitments for 
principal and interest. While adding fuel 
to business booms, inordinate debts also 
accentuate business depressions. 


The sharp line of demarcation in the tax 
law between equity and debtor capital, 
founded on the form of the security, is be- 
ing made more and more indistinct both by 
statute and by judicial legislation. By their 
very nature, preferred stocks are hybrid. 
Like bonds, they bear a fixed rate that must 
be paid before common stockholders can 
receive any return on their investments. 
Witness the deduction for dividends on pre- 
ferred shares paid, allowed to public utility 
companies in arriving at surtax net income.* 
On the other hand, capital in bonded indebt- 
edness form has been treated as preferred 
stock and the interest deduction disallowed.’ 
Capital, whether borrowed or invested in 
shares, directed to the end of producing a 
profit, bears no tags. The profit attributable 
to borrowed capital is indistinguishable from 
that attributable to equity capital. The 
profit from both should be treated alike. 


Equity Capital 


In the computation of the credit for ex- 
cess profits taxes, a return was allowed on 





17. R. C. Section 26(h). 

2Compare John Kelley Company v. Commis- 
sioner and Talbot Mills v. Commissioner, 66 S. 
Ct. 299 [46-1 ustc {J 9133]. 
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equity capital. Strangely, too, equity capi- 
tal received more favorable treatment than 
borrowed capital. The thought is not new, 
and indeed is most appealing, that equity 
capital should receive a “normal” return 
equivalent to that on borrowed capital, with 
a deduction allowed to the corporation in 
arriving at net income. Thus, where a cor- 
poration having equity capital of $750,000 
and borrowed capital of $250,000 has earn- 
ings of $100,000, it is not unreasonable to 
assume that three-fourths of such earnings 
are attributable to the equity capital. If 
the borrowed capital is obtained at a cost of 
four per cent, or $10,000, the proportionate 
cost of the equity capital is $30,000. Where 
fixed charges on preferred shares are in- 
volved, an even closer approximation to 
cost of borrowed capital arises. The above 
suggestion is not offered as the solution to 
the problem of double taxation of corporate 
earnings, for it does not go the full distance 
in effecting a cure, Rather, it states the 
principle of equal treatment of equity and 
debt capital, as a minimum rather than as 
an adequate and satisfactory answer to the 
problem. 


The discrimination in favor of debt financ- 
ing imposes a burden upon the economy. 
It can be removed by placing bond interest 
and dividend income on the same basis. 
One remedy is the denial of the deduction of 
interest, i. e., by taxing income without de- 
duction for interest paid, instead of net 
income. The viciousness of this method 
lies in the fact that an element of cost, as 
distinguished from final profit, would thus 
be taxed. The tax on such net operating 
income would be too burdensome and would 
accentuate the difficulties of many compa- 
nies operating largely with borrowed capi- 
tal. Moreover, with the vast amount of 
long-term indebtedness now outstanding, 
the transition period would be most dis- 
turbing to the economy. 


Another approach to the problem of 
eliminating the discrimination between 
equity and debt financing would be to al- 
low a credit for the element of duplication 
against either the corporate or the individ- 
ual tax. Corporate earnings, whether due 
to equity or debt financing, would be sub- 
ject to only one tax. While many methods 
have been proposed, this discussion is con- 
cerned only with those where a tax is im- 
posed on earnings in the corporation’s 
coffers as well as upon such income when 
distributed to the stockholder. 


British System 


The British adopted a system of taxation 
by means of an undistributed profits tax, 
although not designated as such. It par- 
takes of a withholding tax on earnings dis- 
tributed and an advance payment of taxes 
for stockholders on such earnings retained 
in the corporation and not distributed. The 
corporate rate is the same as the lowest 
bracket of the individual. Only upon dis- 
tribution of a dividend is a credit for the 
tax paid upon such earnings extended to the 
recipient. This method is deficient in that 
the tax does not rest equally upon distrib- 
uted and undistributed income. Distribution 
of income previously retained is subject to 
high surtaxes in the hands of stockholders 
in high income brackets, while distribution 
to those with low income results in an effective 
rate lower than the corporate. While the indi- 
vidual and corporation rates are closely cor- 
related, the degree of correlation is dependent 
wholly upon the relative proximity of 
the stockholder’s tax bracket to that of the 
corporation. 


Dividends-Paid Credit 


The most direct method of meeting the 
problem of double taxation is to extend to 
the corporation a dividends-paid credit, per- 
mitting it to deduct dividends paid, just as 
interest paid, in computing corporate tax- 
able income. The mechanics are simple and 
accomplish the purpose. Of course, the sys- 
tem does partake of a tax on undistributed 
profits. It contemplates but one corporate 
tax in place of the income tax and the un- 
distributed profits tax. With a corporate 
rate approximating the average rate for in- 
dividuals, the pressure on management to 
make distribution would be largely elimi- 
nated. In obviating double taxation, the tax 
inducement to favor debt over equity fi- 
nancing likewise would be removed. 


The deduction for dividends paid would 
make debatable some difficult and purely 
fact situations. Among them is the type of 
case exemplified in Talbot Mills and John 
Kelley Company, as to whether interest pay- 
ments were such in truth and in fact, or divi- 
dends on preferred stock and hence not 
deductible in arriving at net corporate in- 
come. Also obviated would be the everlast- 
ing effort of the Bureau of Internal Revenue 
to hold salaries paid to officer-stockholders 
of closed corporations to be no more than 
dividends. |Reasonableness of compensa- 
tion would become largely academic. 
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Undistributed Profits 


Any plan or program for integration of 
corporate and individual taxes must take 
cognizance of, and provide for, the tax treat- 
ment of undistributed profits. There can be 
no tax equality between distributed and un- 
distributed profits unless the corporate tax 
is high enough to compel one hundred per 
cent distribution of earnings. To compel 
full distribution would limit and constrict 
desirable expansion of corporation activity 
and business. 


If it be government tax policy to penalize 
for failure to distribute to stockholders, un- 
der an undistributed profits tax superim- 
posed on normal tax and surtax, to what 
extent may advantages, nevertheless, be ob- 
tained under the proposed method of a credit 
for dividends paid? The true artisan must 
work with the materials and tools on hand. 


There would be every inducement to a 
corporation to distribute to stockholders, for 
every dollar distributed would carry with 
it a saving in tax of thirty-eight cents. Both 
government and stockholders would receive 
a measure of satisfaction—the former in 
effecting a distribution to stockholders who 
would be subjected to tax on such dividends, 
and the latter in receiving a return on their 
investments. The pressure upon manage- 
ment for distribution perforce would be 
eased, while the compelling argument for 
taxation under the undistributed profits tax 
law would be minimized. The very fact of 
a distribution, in amount fixed by manage- 
ment to serve the ends of fiscal policy and 
also to derive maximum benefits from the 
credit, would go a long way to negative any 
implications that the corporation had been 
availed of “for the purpose of preventing the 
imposition of a surtax upon its’ share- 
holders.” Not to be lost sight of, too, is the 
attraction of the lower corporation tax 
brackets applicable to the undistributed in- 
come, where the credit for dividends paid 
is sufficient to reduce it to those levels. 


Distributions from Trust Income 


As indicated above, on preferred shares of 
utility companies, the credit for dividends 
paid is not new. Its counterpart is applied 
to personal holding companies and to the 
computation of Section 102 undistributed 
income. In the taxation of trust income, 
too, while the trust is recognized as a dis- 
tinct and separate entity taxable as such, 
policy dictated the taxation of beneficiaries 


of trust income. The similarity to the cor- 
poration-stockholder relationship needs no 
emphasis. Accordingly, in the computation 
of trust income, distributions to beneficiaries 
which they are required to include in their 
individual income tax returns, are allowable 
to the trust as a deduction. Amendments to 
the tax law in recent years also have had the 
effect, with certain limitations, of requiring 
beneficiaries to include in income the trust 
income from a prior taxable period, with the 
trust receiving a deduction upon such dis- 
tribution. The operation of this method is 
not too complex, and serves the dual pur- 
pose of placing the tax burden where it 
rightfully belongs, on the beneficiary, and 
at the same time deliberately eliminating 
double taxation. The adoption of this 
method to corporation taxation is most in- 
viting. 


The deduction allowed to trusts upon dis- 
tribution of income from a prior period, 
suggests a similar role for corporate distri- 
butions of earnings from a prior year. In 
taxable years when corporate earnings or 
net income does not equal dividend pay- 
ments, the excess of payments should not be 
lost as a deduction but should be allowed as 
a carry-back, for a limited period, to permit 
recoupment of corporate taxes paid on such 
earnings now distributed, but which cor- 
porate policies of earlier years deemed it 
unwise to distribute. Double taxation would 
ebe substantially avoided. 


Encouragement of Investments 


The flow of venture capital must be main- 
tained and encouraged. Borrowed capital 
cannot be relied upon in the promotion and 
expansion of new enterprises where current 
earning capacity is low. The stake in the 
country’s business belongs to a large num- 
ber of investors in all the income brackets, 
low as well as high, for corporate profits and 
dividends do not come to rest in any par- 
ticular income group. Particularly for small 
closed corporations must a tax law encourage 
reinvestment of corporate earnings received 
by stockholders. In the final analysis, the 
source of equity capital for old and new ven- 
tures is the pocket of the individual. Im- 
plicit in this is a method of taxation which 
removes the disability of double taxation of 
earnings of equity capital. Integration of 
taxes on income, in the manner suggested, 
is a pressing need in order to overcome some 
of the obvious inequities in our tax system. 


[The End] 


——__ aor 
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By EDWARD ROESKEN of the New Jersey Bar 


HE IMPACT of certain dates between 

July 1 and December 31 upon the sum 
total of taxes to be paid by foreign cor- 
porations entering into or withdrawing, 
from states before or after such dates, is 
a subject to which attorneys for such cor- 
porations give attention as part of the 
routine procedure of qualification or with- 
drawal during the latter half of the calendar 
year. 


Qualification—the obtaining of authority 
by a foreign corporation to do business 
within a state—prior to one of these dates 
during the latter half of the year may 
necessitate the payment of a tax or taxes 
for the entire year in which the qualification 
takes place. Taking the same step after 
that date may eliminate or reduce liability 
for the tax or taxes for that year. Similarly, 
withdrawal by a foreign corporation from 
a state before one of these dates during 
the second half of the year may reduce or 
eliminate liability for taxes which will be 
required to be paid if the company delays 
withdrawal until after that date. The taxes 
which may be affected by such considera- 


tions include corporation income taxes, 
franchise taxes, tangible and intangible 
property taxes, sales taxes, chain store 


taxes and occupation license taxes. Also 
involved are the preparation and filing of 
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the respective returns upon which such 
taxes are calculated where liability for the 
taxes arises upon qualification or with- 
drawal. Additional reports also to be con- 
sidered are annual corporation reports, 
returns of information at the source and 
returns of taxes withheld at the source. 


When considering qualifications and with- 
drawals of their client corporations during 
the year,* counsel frequently ponder the tax 
advantages of delaying a proposed entry 
into a new state or accelerating a contem- 
plated withdrawal from a state in which the 
corporation is licensed to do business, with 
a view of keeping at a minimum the amount 
of state taxes to be paid and the volume of 
paper work entailed in the preparation of 
state returns. 


July 1 as Decisive Tax Date 


During the second half of the calendar 
year there are a number of dates around 





* For a discussion of the significance of Jan- 
uary 1 in this connection, see ‘January 1—A 
Tax Barrier,’’ in TAxEsS—The Tax Magazine, 
December, 1946, p. 1140. For a treatment of the 
tax effect of qualification or withdrawal before 
or after various dates between January 1 and 
June 30, see ‘‘Important Tax Dates in the Next 
Six Months,’”’ in TAxEes—The Tax Magazine, 
January, 1947, p. 21. 
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which turn such questions of taxation and 











potential liability to the preparation and 
filing of reports. July 1, the first day of 
this six-month period, is by far the most 
important of these. 


For instance, when counsel for foreign 
corporations entering Arizona file docu- 
ments on or before June 30 to obtain au- 
thority to do business there, the corpora- 
tions are required, during June, to file a 
report with the Corporation Commission 
and to pay registration and filing fees total- 
ing $20. Where such documents are not 
filed until July 1 or thereafter, however, the 
report and accompanying fees are not ex- 
pected until June of the following year. 
On the other hand, where withdrawal is 
being contemplated, it has been found that 
the consummation of withdrawal prior to 
June 30 has made unnecessary the tender- 
ing of the report and fees due during June 
of that year. 


Where a foreign corporation qualifies to 
do business in Arkansas prior to July 1, it 
becomes liable for the franchise tax for that 
year, due August 10. When qualification 
occurs between March and July 1, the fran- 
chise tax report is filed at the time of 
qualification and payment is made on 
August 10. The report and payment are 
not required in practice, however, when 
qualification takes place after July 1, these 
being tendered for the first time, under such 
circumstances, on their due dates in the 
following year. 


The Florida annual report and fee, due on 
or before July 1, are required of all cor- 
porations qualified prior to July 1, and in 
practice, are not submitted by corporations 
qualifying after that date. 


The Kansas annual report and franchise 
tax of a foreign corporation admitted to do 
business at any time prior to July 1, 1947, 
are due on or before March 31, 1948. How- 
ever, the first annual report and franchise 
tax of a corporation admitted to do business 
after July 1, 1947, will not be proffered until 
March 31, 1949. The reason for this lies 
in the fact that the state requires this re- 
port and collects this tax a year in arrears, 
and this first report and tax will relate to 
1948. Conversely, a foreign corporation 
withdrawing from Kansas on or before De- 


| cember 31 of any given year is not regarded 


as liable for the tax for that year, since the 
tax does not become an obligation until 
January 1 of the succeeding year. 
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The Oklahoma annual license tax, due on 
or before August 31 from corporations 
qualified in the state at any time prior to 
July 1, is not required where qualification 
occurs subsequent to July 1. The qualifica- 
tion fee paid after July 1 is. regarded as 
being in lieu of a license fee for the fiscal 
year beginning July 1. 


In Tennessee, a combined annual report, 
a privilege or franchise tax return. and an 
excise tax return are filed on or before 
July 1 of each year. These returns and 
their accompanying fees and taxes are not 
filed and paid by corporations qualifying 
after July 1. The Attorney General has 
ruled that the franchise tax commences to 
accrue when the corporation begins business 
in the state. The state permits the exercise 
of the privilege until the following July 1, 
at which time the corporation is required 
to pay the tax. In the event that a cor- 
poration withdraws from the state prior to 
July 1, it is liable for the franchise tax 
only until the date of withdrawal. At that 
time, the combined franchise and excise 
tax return is filed. 


The Wyoming annual statement and li- 
cense tax, due on or before July 1 from 
companies qualified in that state prior to 
July 1, are not required of foreign corpora- 
tions admitted to do business on or after 
that date. The first statement and license 
tax of such foreign corporations are tendered 
on or before July 1 of the following year. 
Counsel has found that where a foreign cor- 
poration previously licensed to do business 
contemplates withdrawal from the state on 
or after July 1, withdrawal cannot be ef- 
fected after July 1 unless the annual state- 
ment, due on that date, has been filed. 


If a foreign corporation qualifies or com- 
mences business activities in Alabama prior 
to July 1, it is required to pay a full year’s 
franchise tax for the calendar year in which 
that July 1 falls. If, however, a corporation 
qualifies on or after July 1, the amount of 
the franchise tax called for by statute is 
one half of the year’s tax, covering the re- 
mainder of the calendar year. 


A somewhat similar situation exists in 
Georgia. There, if a foreign corporation is: 
admitted or commences business activities 
prior to July 1, it is required to pay the 
annual license tax for the full calendar year, 
whereas if it is admitted or commences 
business at any time after July 1, this tax 
is payable at one half the rate for the full 
calendar year. 
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Other Annual Reports 


The filing of several annual reports, in 
addition to those related to the franchise 
and license tax payments previously men- 
tioned, is affected by entry into the state 
before or after July 1. 


Foreign corporations qualified in Indiana 
on or before June 30 are required to file 
an annual report with the Secretary of 
State within thirty days after June 30, while 
those qualifying after July 1 are not ex- 
pected to file this report until July of the 
following year. A similar situation obtains 
in connection with the annual report as 
filed by foreign corporations with the Cor- 
poration Commissioner in Oregon, where cor- 
porations qualifying after July 1 usually do 
not tender an annual report until the year 
following. 


July 1 as Assessment Date 


In Kentucky, all taxable property is as- 
sessed as of July 1 for state and county 
tax purposes, and also for city tax purposes 
in cities of the first, second and sixth 
classes. Tangible personal property in the 
District of Columbia, other than motor 
vehicles, is assessed as of July 1, motor ve- 
hicles being assessed as of April 1. A post- 
ponement in acquiring title to personal 
property or in bringing personal property 
into these jurisdictions until after July 1 
would appear to have the effect of post- 
poning the possible levy of property taxes 
until the assessment date of the following 
year. 


In Idaho, where tangible personal prop- 
erty normally is assessed for the full year’s 
property tax as of the second Monday of 
January, it is provided that where such 
property comes into the state from without 
the state between April 1 and July 1, it is 
to be assessed for three fourths of its cash 
value. If it comes into the state between 
July 1 and October 1, it is assessed for one 
half of its full cash value. 


Chain Store Taxes 


July 1 is a date which also has a bearing 
upon the payment of chain store taxes in 
several states—Colorado, Florida, Idaho, 
Indiana, Iowa, Montana, South Dakota and 
West Virginia. 


In Colorado, Idaho, Indiana, Montana, 
South Dakota and West Virginia, it is pro- 
vided by statute that each license issued 
prior to July 1 is to be charged for at the 
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full yearly rate, whereas each license issued 
after July 1 is to be charged for at one half 
of the full rate. From this, it would appear 
that where the opening of stores in these 
states is delayed until after July 1, a saving 
of one half of the yearly rate, covering the 
previous six months, may be effected. 


The Florida chain store law, so far as 
it is based upon the number of stores oper- 
ated, requires the obtaining of a full year’s 
license for each store operated, regardless 
of the date of the issuance of the license. 
As the license year extends from July 1 
through the succeeding June 30, a delay in 
opening a store or stores until after July 1 
would have the effect of eliminating pay- 
ment of a full year’s tax for a fractional 
period prior to that July 1, followed by an 
immediate renewal of the license or licenses 
at the same rate, and would limit the action 
to be taken to the obtaining of a license 
or licenses for the July 1 to June 30 period. 


In Iowa, where there is no provision for 
prorating the chain store tax for a part of 
a year, the tax is based upon the stores in 
operation on July 1. Stores beginning busi- 
ness after that date, however, are not re- 
ported until the following July 1. 


Sales and Occupation Tax Licenses 


The Michigan sales tax license is required 
to be secured when business is begun, and 
is renewable on or before July 1. Therefore, 
if business is begun shortly before June 30, 
when the license expires, an immediate re- 
newal is necessary to cover the license for 
the year beginning July 1, whereas the first 
renewal is postponed for a year when busi- 
ness is begun after July 1. 

A somewhat similar situation exists in 
connection with a number of West Virginia 
occupation license taxes, which expire on 
June 30. Since companies must secure these 
licenses upon engaging in a taxable activity, 
beginning such activity after July 1 would 
obviate the necessity of securing a license, 
immediately renewable, for a brief period 
prior to July 1. 


August 31 as Tax Factor 


The Michigan annual report and franchise 
tax are required of all foreign corporations 
admitted to do business prior to August 31. 
They are not proffered by corporations 
qualifying between September 1 and De- 
cember 31, which file their first franchise 
tax report and pay their first tax of this 
type during July and August of the suc- 
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ceeding year. The Supreme Court of Michi- 
gan has held that the fees required to be 
paid by profit corporations for the privilege 
of transacting their business within this 
state are payable yearly in advance, and 
that the yearly period begins on August 31. 
(In re Johnston-Newton Company, 225 Mich. 
53, 195 N. W. 800; affirmed 226 Mich. 40, 
196 N. W. 940.) Following this opinion, 
the Attorney General of the state ruled that 
Michigan corporations dissolved prior to 
August 31 are not subject to the tax for 
the ensuing year. In practice, foreign cor- 
porations withdrawing prior to August 31 
are not required to file the franchise tax 
report or pay the tax for that year. 


September Deciding Dates 


Foreign corporations domesticating in 
South Carolina after September 1 of any 
year are exempted by Section 7767 (4) of 
the Civil Code from filing the annual: state- 
ment with the Secretary of State on or 
before January 31 of the succeeding year 
and from paying the accompanying fee of 
$10. This provision serves to postpone the 
first filing and payment until January 31 of 
the second calendar year following do- 
mestication. 


A like situation, with September 30 as 
the “deciding date” as to whether or not 
filing is to be effected, exists in South 
Dakota. There, an annual capital stock re- 
port of foreign corporations is not required 
on or before March 1 if a corporation has 
been qualified after the preceding Septem- 
ber 30. Thus, companies domesticating 
after September 30, 1947, will be expected 
to file this report for the first time on or 
before March 1, 1949, 


Impact of October 1 


Louisiana Act 201, Laws of 1946, added 
to the franchise tax law a provision giving 
statutory expression to a practice which 
had been followed with respect to franchise 
tax liability. before and after October 1. 
This provision reads: “Every corporation 
subject to the tax herein levied shall, in the 
year in which it becomes subject thereto, if 
prior to October 1, pay the minimum tax of 
$10 for that year; if subsequent to October 1 
there will be no liability for that year.” 
Thus, foreign corporations admitted to do 
business after October 1 are not expected 
to file the franchise tax return or make any 
franchise tax payment until October 1 of 
the following year, whereas those com- 
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mencing business and qualifying imme- 
diately prior to October 1 of any year are 
expected to file the franchise tax return 
and make payment of the minimum tax of 
$10 on or before that October 1. 


As of October 1, property is assessed, 
generally, for property tax purposes in 
Alabama and New Jersey. New Jersey 
provides for an averaging in connection 
with stock in trade and materials used in 
manufacturing located in the taxing dis- 
trict during the year or portion of the year 
preceding October 1. In Alabama, there is. 
a similar averaging of stocks of merchandise 
at the average amount on hand during the 
year preceding each October 1. Where busi- 
ness is commenced in Alabama after April I 
and prior to October 1, the tax, which is 
predicated upon such averaging, is to be 
one half the tax for the whole year. 


In Connecticut, where the town system 
of local government prevails, October 1 is 
the assessment date employed by many 
towns in the assessment of property. 


Where property is assessed solely with 
regard to its ownership on October 1, and 
not'on an average basis, it may be antici- 
pated, if no tangible personal property is 
acquired or brought into the taxing state 
by a foreign corporation on or before that 
date, that the reporting and payment of 
property taxes on this type of property will 
be postponed until the succeeding year. 


In Idaho, tangible personal property 
normally is assessed for the full year’s prop- 
erty tax as of the second Monday of Janu- 
ary. If such property comes into the state 
from without the state between July 1 and 
October 1, it is assessed for one half of its 
full cash value; and if it comes into the state 
during the remainder of the taxing year, it 
is assessed for one fourth of its full cash 
value. 


A corporation considering withdrawal 
from a jurisdiction where tangible personal 
property is assessed and liability determined 
as of October 1, may be relieved from lia- 
bility to the payment of tangible personal 
property taxes assessed as of that date, by 
divesting itself of its title to such property 
within the state prior to October 1. 


The Michigan chain store tax law pro- 
vides that every license for branch or chain 
stores, or for branch or chain counters, 
issued prior to October 1 is to be charged 
for at the full rate, and that every license 
issued on or after October 1 is to be charged 
for at one half of the full rate. A regula- 
tion interpreting this provision indicates 
that if a given store or counter constitutes 


411 


















































one of a chain, the fact that such store or 
counter is placed in operation at any time 
in the period of April 1 through September 
30 makes a full year’s license for such store 
or counter mandatory. 


In Alabama and Florida, many state and 
county occupation license taxes levied for 
the privilege of engaging in a particular 
type of business are renewable on or before 
October 1 of each year. If activities within 
the state are begun before that date, an 
early renewal of the license, which must 
be obtained before beginning business, is 
necessary on or before October 1. But if 
business activities are not begun until after 
October 1, only one application for license 
need be made during the year. 


Other Reports and Taxes 


With regard to net income tax returns of 
corporations with fiscal years ending on 
June 30, July 31, August 31, September 30, 
October 31 and November 30, the respec- 
tive day on which the fiscal year ends is to 
be regarded as a “deciding date.” Thus, 
if a corporation with a fiscal year closing 
of this type enters a state a short time 
before the close of its fiscal year, it will 
be expected to prepare an income tax return 
covering the brief period of activity within 
a taxing state preceding the end of the fiscal 
year, and to file it shortly thereafter. How- 
ever, where it is feasible to postpone all 
activity within the taxing state until after 
the beginning of the fiscal year, the first 
return need not be prepared or filed until 
at least a year later. 


Fifteen of the thirty-one states imposing 
net income taxes on foreign corporations 
require the filing of income tax returns, 
covering income not previously reported, 
before withdrawal can be effected from the 
state. Thus, if a corporation which operates 
on a fiscal year ending on one of the dates 
between June 30 and November 30, pre- 
viously mentioned, remains within one of 
these fifteen states, from which it plans to 
withdraw, until after the close of its fiscal 
year, and continues business activities after 
the new fiscal year begins, it will be re- 
quired, as a condition of withdrawal, to 
file a net income tax return covering the 
period from the beginning of its fiscal year 
to the date of ceasing to do business and 
withdrawing. It will also be required to file 
a net income tax return for the preceding 
fiscal year, except in California and Utah, 
where net income is the basis of franchise 
taxes and these are payable in advance. 





But if business is discontinued in, and 
formal withdrawal effected from, one of 
these fifteen states prior to the end of the 
fiscal year mentioned, the company will not 
be in the position to be required to prepare 
and file a net income tax return, as a con- 
dition of withdrawal, for the brief period 
from the beginning of the new fiscal year to 
the date of ceasing to do business and 
withdrawing from the state in a new fiscal 
year. These fifteen states are California, 
Connecticut, Georgia, Kansas, Kentucky, 
Louisiana, Maryland, Massachusetts, New 
Mexico, New York, North Carolina, North 
Dakota, Pennsylvania, Utah and Virginia. 

Returns of information at the source and 
returns of taxes withheld at the source are 
related to the calendar year preceding that 
in which they are filed. These returns, 
showing payments of salaries, dividends, 
etc., to persons within the taxing state, are 
employed, ordinarily, as a check against 
the income tax returns of individuals and 
others under the personal income tax laws 
of the state. Since these returns are filed 
shortly after the close of the calendar year, 
and since their filing is not regulated ac- 
cording to a corporation’s fiscal year, Janu- 
ary 1 may be regarded as the “deciding 
date.” Therefore, between July 1 and De- 
cember 3] there are no “deciding dates” 
which have a bearing upon the filing of 
these returns. 


Intangible Personal Property 


Nine states segregate some or practically 
all types of intangible personal property— 
such as money on hand and on deposit, ac- 
counts receivable, stocks, bonds, etc.—for 
taxation at low rates in comparison with the 
general ad valorem property tax rates. 
These states are Florida, Georgia, Iowa, 
Kansas, North Carolina, Oklahoma, South 
Dakota, Virginia and West Virginia. In 
North Carolina, such intangible personal 
property is assessed as of December 31. 
This is the only “deciding date” during the 
latter half of the calendar year relating to 
taxes on intangibles in this group of states. 


As to sales tax returns, a number of states 
imposing sales taxes require withdrawing 
corporations to secure tax clearances which 
evidence, among other items, that all sales 
taxes due the state have been paid. Coun- 
sel for such withdrawing corporations have 
found it advisable, wherever possible, to 
consummate withdrawal prior to the close 
of the monthly or bimonthly period ordi- 
narily covered by the sales tax returns and 
payments. [The End] 
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and Kstate 


By 
SYDNEY A. GUTKIN 


EMBERS OF THE BAR are fre- 
l quently consulted by clients with respect 
to the possibility of estate (and gift) tax mini- 
mization through the use of a stock pur- 
chase or stock option agreement, or some 
other form of stock restrictive agreement 
between a corporation and its stockholders. 


The usual situation might involve Mr. A, 
the principal stockholder and president of 
the ABC Corporation. The remaining shares 
are owned by members of A’s family, his 
relatives and his close friends and business 
associates. Mr. A proposes to enter into 
a written contract with the board of di- 
rectors of the corporation, pursuant to which 
he agrees to sell his shares therein as of 
the date of his death, at their book value 
as of that time. The shares will be pur- 
chased by the corporation and held as 
treasury stock. The purchase price is to 
be paid by the corporation in installments 
and in equal shares to A’s sons, who are 
members of the board of directors or stock- 
holders of the corporation. 


Mr. A’s inquiries in all probability would 
be directed to whether the foregoing course 
of action, if effectuated, will result in estate 
and gift tax avoidance, whether the term 
“book value” may be defined so as to con- 
fine the Treasury Department within the 
limits of the definition, and whether the 
plan is in any way tainted with illegality 
because of his desire to save taxes. 





Restrictive Stock Agreements 


Tax Minimization 


and DAVID BECK 


Business Purpose Doctrine 


At the outset, it should be noted that 
courts have recognized and reaffirmed the 
legal right of a taxpayer to decrease the 
amount of what otherwise would be his 


taxes, or altogether avoid them, by means 


which the law permits. (U. S. v. Isham, 
17 Wall. 496, 84 U. S. 728 (1873); Gregory v. 
Helvering, 293 U. S. 465 (1935) [35-1 ustc 
7 9043]; Chisholm v. Commissioner, 79 F. 
(2d) 14 (CCA-2, 1935) [35-2 ustc J 9493].) 
On thé basis of the foregoing facts it is 
assumed that the plan suggested does not 
present any feature of illegality, nor does 
it appear contrary to public policy; accord- 
ingly, Mr. A’s desire to save taxes could 
not be construed to be evasion within the 
criminal sanctions laid down by the In- 
ternal Revenue Code for those intending 
to defeat and evade their taxes. However, 
the recent appearance of the “business pur- 
pose doctrine” in tax matters, the effect of 
which may be to nullify a transaction en- 
tered into primarily for reasons of tax 
avoidance (rather than evasion), has neces- 
sitated some limitation on the foregoing 
general proposition that a man’s purpose to 
save taxes is legally neutral. In fact, there 
are incipient indications that restrictive 
agreements entered into purely for tax 
avoidance purposes may be ineffective to 
restrict value. See Paul, Federal Estate and 
Gift Taxation, (1942), and Supplement (1946), 
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bars and a lecturer on taxation at the Federal Tax Institute of New York, 
University and the Practicing Law Institute of New Jersey. Mr. Beck is a 
member of the New Jersey bar and a lecturer on taxation at Rutgers University 
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Section 18.34. Inasmuch as the doctrine of 
business purpose appears to cut across the 
whole field of taxation, creating a state of 
flux and uncertainty, the cases hereinafter 
set forth in connection with the effectiveness 
of restrictive agreements should be read 
with this in mind. 


It should be noted, furthermore, that even 
if the plan is consummated as proposed, no 
elimination of estate tax will be effected 
with respect to the proceeds of the sale of 
stock. Whatever amount will be paid by 
the corporation pursuant to the stock pur- 
chase agreement, if we assume the latter 
to be effective, would appear to fall within 
the decedent’s gross estate (Section 811, In- 
ternal Revenue Code), and would be in- 
cluded therein for purposes of estate tax 
computation. The payment of the purchase 
price by the corporation to the decedent’s 
sons would not seem to affect its includibility 
in the decedent’s estate. 


Bona Fide Gift 


Apparently the only possible course of action 
open to the decedent to relieve his estate of the 
tax burden incident to the proceeds of sale, 
is for him to make a bona fide gift of the 
stock in question to his sons. If such a 
gift is made, the donor would be subject 
to gift tax liability, computed upon the fair 
value of the stock at the time of the gift. 
But even this procedure would not be free 
of uncertainty because the Bureau of Internal 
Revenue might contend that it was made in 
contemplation of death. Such a contention, 
if successful would nullify the gift and throw 
back the stock into A’s estate at its fair 
market value at the date of his death. Al- 
though proper credit would be given for any 
gift tax paid, A would not have accom- 
plished his purpose, from this aspect. 


The foregoing is a brief outline of the in- 
cidental features of the problem. The basic 
question, it seems, is whether the decedent’s 
ultimate estate tax liability can be minimized 
by supplanting the fair market value of the 
stock as of the date of his death with an 
assumedly lower figure, determined by refer- 
ence to the stock purchase agreement. The 
present status of the law appears to be that 
a properly worded and effectuated stock 
purchase agreement can affect the valuation 
of stock for estate tax purposes. 


Some general concepts have been articu- 
lated and applied in three recent Tax Court 
decisions: Claire Giannini Hoffman, 2 TC 
1160 (1943) [CCH Dec. 13,638]; Estate of 
Armstrong, 3 TCM 77 (1944) [CCH Dec. 
13,717(M) ], aff'd 146 F. (2d) 457 (CCA-7, 
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1944) [45-1 ustc 7 10,162]; and Estate of 
Matthews, 3 TC 525 (1944) [CCH Dec. 
13,822]. 


Hoffman Case 


In the Hoffman case, the decedent, during 
his lifetime, gave his brother an option to 
acquire, upon the decedent’s death, whatever 
interest he might then have in a securities 
business and in certain notes upon payment 
of the balance due upon a promisory note 
of the decedent and payment to the es- 
tate of a sum equal to twenty per cent of the 
value of the assets of the partnership. The 
decedent could have disposed of the prop- 
erty and property rights at any time prior 
to his death and upon any conditions, not- 
withstanding the existence of the option. In 
holding that the value of the property on 
the date of the decedent’s death should be 
included in his gross estate, the Tax Court 
stated that “while a bona fide contract, 
based upon adequate consideration, to sell 
property for less than its value may fix the 
value of the property for the purposes of 
the estate tax, a mere gratuitous promise to 
permit some favored individual, particularly 
the natural object of the bounty of the 
promisor, to purchase it at a grossly inade- 
quate price can have no such effect.” The 
Tax Court suggested that there must be 
some limit to the passage of substantial 
property rights under a unilateral agreement 
granting to the natural object of the bounty 
of a deceased an option to purchase at a 
grossly inadequate price, and that where 
the natural object of the optionor’s bounty 
is involved, substantial proof that the option 
rested upon full and adequate consideration 
will be required. It was pointed out that 
inasmuch as the decedent could have dis- 
posed of the property at any time before 
his death, there was actually no restriction 
or limitation in the value of the property 
in his hands. 


Matthews Case 


The Matthews case similarly involved an 
option agreement which was found to be 
ineffective before death and accordingly not 
controlling of valuation. There, the dece- 
dent and a business associate, both of whom 
were officers and stockholders of a corpo- 
ration, entered into a reciprocal agreement 
under which the survivor was to have the 
option to purchase, for a limited time after 
the death of the other and for a stipulated 
price, all of the shares of the corporation 
which the other should own at the time 
of his death. Both parties were free to 
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dispose of any or all of such shares during 


their lifetime. Under these facts, the Tax 
Court held that the shares owned by the 
decedent at the date of his death were in- 
cludible in his gross estate at their fair 
market value at the date of death, and that 
the option price was not controlling. The 
rationale of the case is that the option 
agreement did not pass to either person in- 
volved “any present rights or interest in 
the shares owned by the other, but merely 
gave to each a right of claim to an interest 
in the shares which the other might own 
at his death.” Accordingly, the whole agree- 
ment was testamentary in character, and 
subject to treatment consistent therewith. 


Armstrong Case 


In the Armstrong case, the facts show 
that in 1933 the taxpayer entered into a 
trust agreement with a trustee and the op- 
tionee, under which 500 shares of stock were 
to be sold under an option agreement. The 
salient features of the trust and option 
agreements were that during the con- 
tinuance of the trust, the settlor retained 
no control over the corpus and derived no 
benefit from it; the trust was revocable 
during the lifetime of the settlor by written 
instrument signed only by himself and op- 
tionee; the trust was terminable during the 
decedent’s lifetime by the death or insanity 
of the optionee or the termination of his 
employment by the corporation; the amount 
to be paid by the optionee depended upon 
whether or not the settlor’s wife died prior 
to the complete execution of the trust agree- 
ment; and the sale and transfer of stock 
to the optionee were subject to the restric- 
tion that if he desired to sell any of the 
stock, he was under an obligation to offer 
it first to the corporation, which had the 
option to purchase it within sixty days at 
a price equal to half its book value. In 
1939, the taxpayer died. 


The petitioner made two contentions con- 
sidered important for our purposes: (1) that 
the full value of the trust corpus should be 
excluded from his gross estate inasmuch as 
the shares were fully and completely trans- 
ferred by the settlor to the trustee, the 
purchase price was payable not to the estate 
but to the widow, and the decedent was 
fully and irrevocably divested of any right 
or title to the shares and the purchase price 
thereof; and (2) if the value of the trust 
corpus was not entirely excluded, then only 
the amount fixed as the sale price of the 
stock under the provisions of the trust agree- 
ment was includible. 


Restrictive Stock Agreements 





In holding the full value of the stock as 
of the time of decedent’s death to be in- 
cludible in his gross estate, the Tax Court 
and the Seventh Circuit disposed of the 
petitioner’s contentions. With respect to the 
first contention, the Circuit Court stated 
that the final transfer was not to take effect 
in possession or enjoyment until after the 
decedent’s death inasmuch as until that time 
it was impossible to ascertain just what 
ultimately would be done in connection with 
the stock. Since the whole agreement was 
subject to revocation or termination prior 
to the decedent’s death, no part of the full 
right to possess and enjoy vested until that 
time. With respect to the second conten- 
tion, the Circuit Court agreed with the Tax 
Court’s findings that there was no adequate 
and full consideration in money or money’s 
worth to support the contract, that the terms 
of the whole agreement were suggestive of 
a gift—or a legacy—and that at no time had 
the petitioner advanced the theory that the 
value of the stock was in any way diminished 
by the restriction placed on its sale in the 
hands of the optionee. In fact, the appellate 
court recognized that the result of the case 
might have been different if an argument 
had been presented that the value of the 
stock was in fact reduced by virtue of the 
restriction. 


Although each of the cases hereinabove 
discussed held in favor of the Commissioner 
and against the taxpayer, it should be noted 
that the court in each instance was solicitous 
to recognize and enunciate the proposition 
that where the stock purchase agreement is 
founded upon an adequate and full consid- 
eration, where the optionee is given an 
unqualified right to purchase at a designated 
or determinable price, where the optionor 
cannot dispose of the property during the 
continuance of the option, and consequently 
the option agreement or other restriction 
on the sale of the property is effective dur- 
ing the lifetime of the decedent so that the 
value of the property is not affected by 
reason of his death, then the option restricts 
the market value of the property in the 
hands of the decedent. 


Circuit Court Cases 


The foregoing combination of elements 
make up the prevailing rule, developed and 
refined over the years by painstaking ju- 
dicial process. Oft-cited cases where the 
court held in favor of the taxpayer and 
against the Commissioner include decisions 
by the various United States Circuit Courts 
of Appeals. 
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Thus, in Wilson v. Bowers, 57 F. (2d) 682 
(CCA-2, 1932) [1932 CCH 9214], three 
stockholders who owned all of the shares 
of a corporation had made reciprocal agree- 
ments, under which either of two could 
purchase the stock of the third at the agreed 
price of $6.6624 per share. The Commis- 
sioner placed a value of $23.55 per share on 
the stock owned by the decedent at the date 
of his death. The option was never exer- 
cised. The court held for the taxpayer, giv- 
ing effect to the option agreement, on the 
theory that the contract was specifically 
enforceable; that the sale value of the stock 
during the decedent’s life was, therefore, 
no more than the low price at which he 
was obliged to offer it; and that the effect 
of the contract, accordingly, was to depress 
the value of the option-giver’s interest in the 
property. To the same effect is the Second 
Circuit’s holding in Lomb v. Sugden, 82 F. 
(2d) 166 (1936) [36-1 ustc 7 9158], where 
the decedent held stock of the Bausch & 
Lomb Optical Company, which was entered 
at $69.445 per share in her estate tax return 
because of an outstanding agreement with 
respect to such stock. The company was 
a closed corporation, and the stockholders 
had an agreement not to sell their stock 
without first offering it to the other stock- 
holders at the foregoing price. The Com- 
missioner increased the value to $100 per 
share. The court found the contract speci- 
fically enforceable and therefore restrictive 
of the value of the stock. The court said 
that the value of the stock to the estate 
could be no greater than that with which 
the decedent parted. 


In arriving at its decision in the Lomb 
case, the Circuit Court relied upon the Su- 
preme Court’s contemporaneous decision in 
Helvering v. Salvage, 297 U. S. 106 (1936) 
[36-1 ustc { 9064], which recognized an 
option agreement as restricting the market 
value of stock in the hands of the owner 
to the option price. Mr. Justice McReynolds 
there said: “Considering the option to re- 
purchase at par, outstanding in 1922, there 
could be no proper finding of fair market 
value at that time in excess of $100.00 per 
share.” 


Option Agreement 
Between Father and Son 


The United States Circuit Court of Ap- 
peals for the Third Circuit has held the 
same way in a case involving an option 
agreement between father and son. In Com- 
missioner v. Bensel, 100 F. (2d) 639 (CCA-3, 
1938) [38-2 ustce J 9593], aff’'g 36 BTA 246 
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(1937) [CCH Dec. 9701], hostility existed 
between father and son, the former con- 
trolling all the stock of the company and 
the latter being a high-priced executive 
thereof. The father was anxious to retain 
the services of his son, but the latter would 
continue only if he were given an option to 
purchase his father’s stock at a fixed price. 
Such an option agreement was entered into. 
The Third Circuit Court held that the stock 
purchased by the son under the agreement 
should be valued for estate tax purposes at 
the price fixed by the agreement, which 
price was lower than the full value. (See 
also Estate of Strange, BTA memo. op. 
(1942) [CCH Dec. 12,516-D], giving effect 
to stock option agreement between brothers.) 
It should be noted that the Tax Court now 
requires “substantial proof” that the con- 
tract rests upon full and adequate considera- 
tion where the option is given to one who is 
the natural object of the bounty of the 
optionor, 


Worcester County Trust Case 


The problem was interestingly brought 
before the United States Circuit Court of 
Appeals for the First Circuit in Worcester 
County Trust Company v. Commissioner, 134 
F. (2d) 578 (1943) [43-1 ustc 10,029], 
where, in order to keep the stock of the 
company in the founding families, the stock- 
holders amended the articles of incorpora- 
tion so that shareholders desirous of 
transferring shares had to offer them first to 
directors of the corporation, who might buy 
them for the use of the corporation at their 
book value. As of the date of the decedent's 
death, the book value of the shares in ques- 
tion was $15.46 per share. This was the 
figure used in the estate tax return. The 
Commissioner valued the shares at $35 per 
share, ten times the average net earnings 
of the company over a five-year period. 
Although stating that the question of fair 
market value for estate tax purposes is one 
of fact and not of formula, the Board of 
Tax Appeals sustained the Commissioner’s 
determination because of the taxpayer’s fail- 
ure to show that the fair market value of 
the shares was less than $35 per share. 
The Circuit Court reversed the Board, and 
held as a matter of law that the restriction 
upon the sale of the stock did depress the 
value of the stock and should have been 
considered in fixing value for estate tax pur- 
poses. It is interesting to note that the 
Circuit Court refused to set the value of 
the shares at their book value as of the time 
of ‘the decedent’s death because the only 
effect of the restriction was to fix a limita- 
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tion on the price obtainable by a shareholder 
if he wished to sell and tf the corporation 
at that time wished to buy. The corpora- 
tion had no absolute right to demand sale 
at a fixed pice at which the shareholder 
could be required to sell. If the corporation 
wanted the shares before the shareholder 
wanted to sell at book value, it had to dicker 
with him for a price, and book value would 
be no determinant of the price. 


The Circuit Court recognized that the 
question of fair market value is one of fact, 
not formula; and that all relevant factors 
bearing upon the value of stock must be 
considered. Among such considerations are 
bid and asked prices, the company’s net 
worth, earning power, dividend-paying ca- 
pacity and other such factors. 

The most recent appellate decision in 
connection with the problem is Commis- 
sioner v. Estate of Childs, 147 F. (2d) 368 
(CCA-3, 1945) [45-1 ustc J 10,171]. There, 
the decedent gave her stepson a ten-year 
option to purchase 400 shares of stock of 
A. Childs & Company at $10 per share. 
The option recited that the optionee had 
managed and operated the company for ap- 
proximately sixteen years since 1917, and 
had rendered exceptional service during the 
depression, and that the optionor desired 
to give him the opportunity of increasing 
his stockholdings. At the time of her death, 
the decedent’s stock was worth $100 per 
share. In the Tax Court, the Commissioner 
did not challenge the validity or enforce- 
ability of the option contract, but argued 
that the option had not been exercised as 
of the date of the decedent’s death and 
therefore should be ignored. The Tax Court 
found against the Commissioner and held 
the option restrictive of valuation:to $10 per 
share. In the appellate court, the Com- 
missioner abandoned his earlier argument, 
and contended that the option was unen- 
forceable. The Circuit Court stated that it 
would not consider contentions made to it 
for the first time on argument and not pre- 
sented below. Accordingly, it affirmed the 
decision of the Tax Court. 

From the foregoing analysis, it is apparent 
that the general type of agreement sugested 
by Mr. A has been upheld by the courts. 
A material factor, in every instance, is the 
phraseology of the agreement, with particu- 
lar reference to whether it is based upon 
an “adequate and full consideration” ; whether 
it passes present rights in the shares to the 
parties, restricting and delimiting the inci- 
dents of ownership; and whether the provi- 
sions are such as to depress the present 
value of the shares in the optionor’s hands 
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to the point where the conclusion is in- 
controvertible that the decedent parted with 
no greater value at death than that which 
he had remaining immediately after enter- 
ing into the agreement. 

Recently, the contention that the agree- 
ment is not founded upon an adequate con- 
sideration has been finding favor with the 
Commissioner. -It is impossible to prognos- 
ticate the latitude with which the courts will 
eventually treat it. For the present, how- 
ever, the Tax Court has stated that it will 
uphold an agreement which is reciprocal, 
fair and reasonable, even where the optionee 
is the natural object of bounty of the op- 
tionor. The Tax Court has held, and the 
Seventh Circuit has affirmed, that an ade- 
quate consideration is present where father 
and son bargain at arm’s length; and the 
Tax Court has held similarly where brothers 
were involved. 

It is impossible to ascertain whether the 
Commissioner will seize upon the business 
purpose doctrine in an attempt to upset 
stock purchase agreements, and what the 
reaction of courts will be in the face of his 
present success in cases involving corporate 
reorganizations. 

To return to the specific facts herein- 
above presented, it appears that the present 
status of judicial thought would probably 
uphold for estate tax purposes a reciprocal 
and binding agreement entered into between 
A and the corporation, whereby A’s estate 
would be obliged to sell, and the corporation 
would be obliged to buy, at A’s death, the 
shares of the optionor, at the book value 
as at the date of his death. Although the 
result of such an agreement, where upheld 
by a court, has most often been that the 
fair market value of the stock at the dece- 
dent’s death was supplanted by the contract 
price, there is no certainty that such will 
always be the consequence. There is some 
indication that while the agreement may 
be considered relevant, it is only one of the 
facts measuring value and other factors must 
be taken into account.* In any event, there 
is little doubt that a binding restrictive con- 
tract would do no less than depress value. 

Although the foregoing discussion is predi- 
cated on the assumption that the fair market 
value of the stock will be depressed, a 
restrictive agreement can enhance the value 
of stock to a point in excess of fair market 
value as between a willing buyer and a will- 
ing seller. [The End] 

*See Krauss v. U. 8., 140 F. (2d) 510 (CCA-5, 
1944) [44-1 ustc { 10,094], where the court rec- 
ognized that a restrictive agreement was a factor 


in arriving at the value of stock for gift tax 
purposes, not the sole determinant thereof. 
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A Tax Guide for Estate Planning | 


TAX COUNSEL TO KALISH, RUBINROIT AND COMPANY, 
OF NEW YORK; FORMERLY ATTORNEY WITH THE 
TREASURY DEPARTMENT TAX LEGISLATIVE COUNSEL 


tagcat an estate is like preparing 
an income tax return. It requires the 
consideration of many points, and a good job 
cannot be done without a complete knowl- 
edge of all the facts. Today, as a result of 
increasing tax rates, one of the basic points 
to be considered in planning an estate is 
“taxes.” 


Before discussing “taxes” in estate plan- 
ning, a word of caution is advisable. Tax- 
saving suggestions should be considered 
only to the extent that they are consistent 
with the client’s personal situation. The 
“tail” should not “wag the dog.” The estate 
plan must be one with which the client and 
his family can live happily and should not 
be distorted for tax reasons. Actual or po- 
tential tax savings cannot justify an unwise 
disposition of property. 


IN GENERAL 


The following are simple and clear-cut 
general rules for federal income, estate and 
gift taxation, from which suggestions for 
saving may be derived. 


Income Tax Aspect 
of Absolute Transfers 


The federal income tax is imposed upon 
the person entitled to the income. By giving 
income-producing properties away, one 
shifts the income and the tax to the re- 
cipient of the property. The client may be 
in a high income tax bracket, as compared 
with members of his family. If so, income 
taxes can be saved by transferring income- 
producing properties to them. 


Income Tax Aspect 
of Transfers in Trust 


Transfers of property need not be out- 
right to effect an income tax savings, but 
may be in trust. In such case the income 
is taxed to those entitled to receive it, in 
the same way as if the property had been 
transferred absolutely, 


If property is transferred in trust on the 
condition that the income shall be accumu- 
lated, other than for the creator of the trust, 
the income is taxed to the trust. The trust 
is taxed at the same rates as individuals, 
except that it has a smaller personal ex- 
emption. When the income is distributed to 
the beneficiaries in subsequent years, it is 
not taxed again. Of course, a provision for 
accumulation of income can be included only 
to the extent that it is legal under state law. 
For example, in New York it is permissible 
to create a trust to accumulate income only 
for minors and only during their minority. 


A trust to accumulate part of the income 
and to distribute the balance results in even 
greater savings. Not only is the income 
shifted from the creator, but it is divided 
among the trust and the beneficiaries. In 
this way it is kept in the lowest income tax 
brackets of each. For the same reason, 
where several beneficiaries are involved, 
even more money may be saved by creating 
several trusts. 


In order for a transfer in trust to be ef- 
fective for tax purposes, its provisions must 
be valid under state law. Also, it must not 
fall within any sections of the tax law which 
cause the income of the trust to be taxed to 
the creator. For example, the trust must 
not be for less than ten years, or fifteen 
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years in certain cases, where upon its ter- 
mination the trust fund is to revert to the 
creator. Again, since the creator may im- 
pose any conditions on the trust that he 
sees fit, he will continue to be taxed on its 
income if the control which he reserves is 
deemed by the tax law to be the equivalent 
of continued ownership. Even more serious 
than the failure of such a trust to reduce 
taxes is that the creator is taxed on income 
which he does not receive. Thus, it is pos- 
sible for his tax liability to exceed his actual 
income, For example, suppose that the 
client’s income is $200,000 and the trust in- 
come is $100,000. The tax on the $200,000 
is about $150,000, leaving him $50,000. The tax 
on the additional $100,000 is about $90,000. If 
he must pay this tax, without actually get- 
ting the $100,000, the result is that he is 
$40,000 in the red ($90,000 minus $50,000). 
The estate planner must be very familiar, 
therefore, with the tax laws to avoid this 
kind of result. Today the lines are drawn 
comparatively well between those controls 
over a trust which may or may not be re- 
tained for income tax purposes. 


Income Tax Aspect 
of Transfers at Death 


Although these general principles of in- 
come tax savings are stated in terms of 
transfers during life, they apply also to dis- 
positions made at death. In other words, 
the more income-producing properties be- 
queathed to any person, the greater will be 
that person’s taxable income. The estate 
planner should try, therefore, to spread the 
income among as many beneficiaries as pos- 
sible without doing violence to his client’s 
wishes. For example, the client may desire 
his wife to control his wealth after his death. 
From an income tax standpoint this is no 
reason to leave all the property to her since 
she will be taxed on all the income. On the 
other hand, he could: probably accomplish 
his purpose by leaving only a portion of his 
estate to her, and by giving her a power of 
disposition over the balance to certain per- 
sons since she may not need all the property 
and income during her life. In the latter 
case she is not taxed on the income from 
the balance of the estate, even though her 
power to dispose of it is the equivalent of 
ownership for the purposes of the client. 


Income Tax Aspect 
of Transfers During Life 


Transfers made during a person’s life do 
not result merely in an income tax saving. 
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By eliminating the property from the estate, 
probate at death is avoided, thus saving ad- 
ministration expenses. Even more impor- 
tant is that complete dispositions also save 
estate tax on the property disposed of, as 
well as on the income which the property 
later yields, 


Against the tax saving of transfers during 
life, the estate planner should impress upon 
his client that he is giving up control of the 
property. In addition, there is the possible 
gift tax cost. In this respect he should note 
the following facts: First, much wealth 
can be transferred without paying any gift 
tax, due to the numerous exemptions which 
exist in the gift tax law. Second, like the 
estate tax, the gift tax is a graduated tax; 
and the rates increase with the amount of 
property which is subject to the tax. The 
result is that a taxable gift comes out of the 
highest estate tax bracket but may fall into 
a lower gift tax bracket. Third, the estate 
tax is not allowed as a deduction in comput- 
ing the estate tax. But if property is trans- 
ferred during life, the gift tax is paid rather 
than the estate tax. The gift tax paid re- 
duces the amount of property left for estate 
-tax purposes. The result is that a deduction 
of the amount of gift tax paid on property 
given away during life is obtained for estate 
tax purposes; whereas if the property were 
held until death, the estate tax on such prop- 
erty would not be deductible for estate tax 
purposes. 


For example, Mr. A makes a gift of prop- 
erty. He pays a gift tax of $25,000. The 
tax reduces the estate which will later be 
subjected to estate tax. However, if the 
property is held until death, the estate tax 
on such property is not deductible for estate 
tax purposes. Finally, any present gift tax 
liability is based on today’s rates; and they 
increase with the total amount of gifts made 
during life. It cannot be determined when 
the client will die, what will be the estate 
tax rates at his death, or what will be the 
size of his estate at such time. Thus the 
payment of a present gift tax and the loss of 
the use of the gift tax money is a compro- 
mise, at most, of an uncertain future estate 
tax liability. Whether the compromise 
should be made, will depend, of course, upon 
the facts confronting the estate planner in 
each case. 


It is appropriate to emphasize again that 
tax saving cannot justify permitting a client 
to deplete seriously his estate during his 
life, or to create an unwholesome domestic 
picture by ill-advised transfers of property 
to his family. 
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Income Tax Aspect 
of Transfers at Death 


When the client is considering the trans- 
fer of property during his life, and particu- 
larly at his death, the estate planner should 
call his attention to the estate tax picture 
of the beneficiaries. For example, although 
it may be desirable to make a gift to his wife 
to avoid estate taxes, it may be unwise to 
make it outright. An outright gift builds 
up her estate for estate tax purposes at her 
death. This is costly, particularly in the case 
of a gift during life, if she dies first and be- 
queaths the property back to him. A gift 
tax is paid, then a double estate tax results, 
first at her death and then at his death. 


The estate planner should be aware of 
the following technique for avoiding these 
consequences. Instead of making an out- 
right transfer, a trust is created. The trust 
provides that the wife shall enjoy the income 
from the property during her life, and that 
af.er her death the property shall be dis- 
tributed to certain other persons. Because 
the wife has no interest in the property at 
her death, it is not taxed to her estate. In 
fact, within certain limits she also may be 
given the power to determine who shall re- 
ceive the property, and in what proportions, 
after her death. It may be provided that she 
shall have the power to dispose of the prop- 
erty as she sees fit among her children and 
grandchildren after her death. Her estate 
still is not taxed on the property because 
she does not own it. It makes no difference 
that she has most of the advantages of prop- 
erty ownership, namely, the income from the 
property and the power to distribute the 
property by her will, 

This type of property settlement has been 
used for hundreds of years, long before the 
estate tax was enacted. Fortunately, it may 
serve also to avoid estate taxes on property 
for a few generations. The client can create 
a trust for his child for life, then for his 
grandchild for life, with a power in the 
grandchild to distribute the trust property 
as he sees fit at his death among the great- 
grandchildren of the client. Although this 
method of reducing estate taxes still is 
available in this country, it is questionable 
how long it will continue to exist. It was 
eliminated in England, and serious consid- 
eration has been given by the United States 
Treasury Department to eliminate it here. 


IN SPECIFIC 


These are the broad aspects of the federal 
income, estate and gift taxes, insofar as they 
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suggest methods of saving. There are many 
more particular instances where the alert 
estate planner may see an opportunity for 
tax saving, or may avoid pitfalls which in- 
crease his client’s taxes. He must be con- 
stantly aware of these situations and know 
how to act in each case. 


Income Tax Aspects 
of Life Insurance 


Standard life insurance policies contain 
several options for the disposition of the 
proceeds after death. One of these options 
permits the proceeds to be left with the 
insurance company at a guaranteed rate of 
interest. This interest is subject to income 
tax when received. Another option permits 
the proceeds to be paid in stated install- 
ments over a certain period of time. In 
effect, each installment consists in part of 
income and in part of principal. Yet it is 
the law that no part of each installment is 
subject to income tax in the hands of the 
beneficiary. Thus, the interest portion of 
each installment escapes income taxation; 
and it makes no difference whether the op- 
tion is exercised by the insured or by the 
beneficiary. 


It is well accepted that the proceeds of 
life insurance are not subject to income tax, 
even though they exceed the premiums paid. 
This is not the case where the owner of the 
policy is.not the original applicant, but 
rather a purchaser of the policy from an- 
other. In the latter case the excess of the 
proceeds over the cost of the policy (which 
includes premiums paid after purchase) is 
fully taxable. Also, it is taxed as ordinary 
income rather than capital gain. This is the 
case if a wife purchases from her husband an 
insurance policy on his life, or if a corpora- 
tion purchases from one of its officers or 
stockholders a policy on his life. Therefore, 
whenever possible, the purchase of life in- 
surance policies is to be avoided. 


An exception to this rule occurs when the 
insured is the purchaser. Here the proceeds are 
not subject to income taxation. For example, 
Mr. A and Mr. B are partners. Each owns 
a policy on the life of the other. Mr. A dies. 
Mr. B purchases from Mr. A’s estate the 
policy which it owns on Mr, B’s life. The 
proceeds of this policy are exempt from in- 
come tax even though Mr. B purchased the 
policy. 


The rule taxing life insurance proceeds is 
applicable only where the policy is sold or 
exchanged. The proceeds still are exempt 
where the policy is transferred as a gift. 
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Nor does the incorrect use of a transfer 
form, which recites “for one dollar and other 
valuable consideration,” cause a transfer to 
be a sale where a gift of the policies is in 
fact intended. To avoid complications, how- 
ever, care should be taken to use corre¢t 
forms. 


Estate Tax Aspects of Life Insurance 


If a person dies owning a policy on a liv- 
ing person’s life, the policy is taxed as an 
asset in his estate; the policy is taxed, not 
the proceeds, since the insured is alive and 
the policy has not matured. This occurs 
only when the insured is not the owner of 
the policy, for example, if Mrs. A owns a 
policy on Mr. A’s life and she dies first. It 
is taxed at about its cash surrender value 
since the proceeds are not payable yet. 
However, the taxability of life insurance 
proceeds on the insured’s death is an entirely 
different proposition and one about which 
there seem to be a great number of erro- 
neous impressions. 


For example, many people, including life 
insurance salesmen, still seem to think that 
there is at $40,000 exemption for the pro- 
ceeds of life insurance. This is not so and 
has not been the case for about four years. 
Today the proceeds of insurance on a man’s 
life are included in his estate at his death 
under any of the following conditions: if 
the proceeds are payable to his estate, if he 
is the owner of the policies, or if he has paid 
the premiums on the policies, 


Under the first test, insurance is taxable 
if it is payable to or for the benefit of one’s 
estate, even though one does not own the 
policy or pay premiums. For example, a 
woman may own a policy on her husband’s 
life, pay the premiums, and provide that the 
proceeds shall be payable to his estate or 
shall be used to pay taxes or other expenses 
of the estate. Here the proceeds are tax- 
able at his death. This result can be avoided 
generally by examining all policies on the 
insured’s life and properly designating the 
beneficiaries. It is a job for the estate plan- 
ner. He should ferret out and examine any 
and all policies on his client’s life, even 
those policies which are owned and held by 
another and which the insured might not 
consider as his own. 


The second test of the taxability of life 
insurance proceeds is the “ownership” test. 
That is, they are taxable if at his death the 
insured possesses any of the “incidents of 
ownership” of the policies. “Incidents of 
ownership” includes any interest in, or con- 
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trol over, the policies or the proceeds. 
Powers to surrender and cancel the policies, 
to pledge them as security for loans or bor- 
row against their cash surrender value, to 
assign them or to revoke an assignment, or 
to change the beneficiary are taxable “inci- 
dents of ownership.” However, the fact 
that the rights of the beneficiary are con- 
tingent upon his surviving the insured is not 
an incident of ownership of the insured. In 
the latter case the proceeds might be taxed 
under a different section of the law if the 
insured owned the policy and made a gift of 
it to another on the condition that the latter 
survive the insured. For example, Mr. A 
owns a policy on his own life. He transfers 
the policy to Mrs, A and provides that it 
shall revert to him if Mrs. A dies first. Here 
Mr. A’s contingent interest is not an “inci- 
dent of ownership” which would tax the 
proceeds to his estate if he dies first. But 
this interest, contingent upon his death, 
makes the transfer to Mrs. A one which 
really takes effect upon his death. As a 
result the proceeds are taxed to his estate 
under a section of the tax law which taxes 
transfers of property which are intended to 
take effect at death. 


Ownership of Policy 


Under this second test it is not necessary 
that the insured own the policy directly. He 
is taxable if an incident of ownership is re- 
served to a corporation of which he is the 
sole stockholder. In other words, the in- 
sured is taxable if he owns the policy di- 
rectly or indirectly. Many businessmen 
probably will be caught napping under this 
rule. It again illustrates the necessity for 
an examination by the estate planner of all 
policies held by anyone on the insured’s life. 


The third basis for taxing insurance pro- 
ceeds is that the insured paid the premiums, 
either directly or indirectly. It is easy to 
tell when a person pays premiums directly, 
but the exact scope of the word “indirectly” 
is not clear. We do know, however, that 
the position of the Treasury Department is 
that the word “is intended to be broad in 
scope.” 


If the insured transfers funds to his wife 
or child, so that they may purchase insur- 
ance, and they do purchase such insurance, 
the insured is considered to have paid 
the premiums indirectly, Nor does it make 
any difference that the payments are not 
traceable directly to the precise funds which 
they receive from him, so long as the intent 
is clear. The test seems to be whether they 
received the funds without any restrictions, 
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or whether the money is received for the 
purpose of purchasing the policy. Bearing 
upon this question is whether gifts were 
previously made, how large the present gifts 
are as compared with the premium pay- 
ments, when they are made as compared 
with the time of the premium payments, 
whether they are used for any other pur- 
pose, and whether the beneficiary has other 
independent means from which the premium 
payments could be made. 


If a man transfers $10,000 to his wife and 
she uses that amount to buy a single pre- 
mium life insurance policy on his life, and 
she owns the policy, the proceeds are taxable 
to his estate. The purpose of the gift is 
obvious, so he is deemed to have paid the 
premiums indirectly. The same is true if he 
makes annual gifts to her which she uses 
to pay premiums on a straight payment 
policy on his life. It might be different if 
he makes an absolute gift to her and she 
subsequently takes out a policy on his life 
and pays the premiums periodically, or if 
he makes a gift to her in trust and she uses 
the income to pay premiums. Here it might 
be more difficult to prove that the gift was 
made for insurance purposes. 


In other words, under the indirect premi- 
um payment test it is probable that taxation 
would not result because the premium 
money originated from the insured if no 
restrictions were placed on the transfer; and 
it does not otherwise appear that the trans- 
fer was motivated by the intention that it 
be used to pay premiums. This point, how- 
ever, is far from settled; and the estate 
planner should be on the watch for further 
clarifying rulings. Meanwhile, he can, at 
best, only advise his client to make it appear 
as clearly as possible that he is not paying 
the premiums or, if the funds are traceable 
to him, that they were not transferred for 
that purpose. 


“Alter Ego” Test 


The insured pays premiums indirectly 
when “payment is made by a corporation 
which is his alter ego or by a trust whose 
income is made taxable to him.” The “alter 


ego” test probably includes those cases 
where the corporation buys the policy for 
the convenience of its sole stockholder. 
That is, the corporation is really acting for 
itself rather than for him. Where there are 
several stockholders, however, and the pur- 
pose of the insurance is to compensate the 
corporation for the loss of their services or 
to acquire their stock in the corporation at 
their deaths pursuant to a pre-existing agree- 
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ment, the corporation is clearly acting for 
itself and is not the “alter ego” of its stock- 
holders, The “alter ego” test does not ap- 
ply where a real business purpose underlies 
the purchase of the policies by the corpora- 
tion. It probably would be necessary to 
make out a stronger showing of business 
purpose where the other stockholders are 
close relatives who normally would inherit 
his estate, since the corporation could then 
be acting merely for the insured’s conveni- 
ence. In such cases it might be better to 
have the individuals take out the policies, 


Assuming that the “alter ego” test does 
not apply, it might logically be asked 
whether the insured is not taxed indirectly 
on the proceeds; that is, the receipt by the 
corporation of the insurance increases the 
value of his stock in the corporation. The 
answer is mo where the insurance merely 
compensates the corporation for the loss of 
the value of his services suffered by reason 
of his death, or where the purpose of the 
insurance is to fulfill a stock purchase agree- 
ment which by its terms specifies the price 
for the stock or specifically excludes con- 
sideration of the proceeds in determining 
the price. In either case there is no en- 
hancement in the value of the stock. On the 
other hand, even if the “alter ego” test does 
apply, the increase in the insured’s estate by 
the inclusion of the insurance proceeds may 
be offset by the decreased value of his stock 
due to his loss to the corporation. 


Partial Payment of Premiums 


If the insured pays only part of the pre- 
miums, he is taxable on that part of the 
proceeds that the premiums which he paid 
bear to the total premiums paid. For ex- 
ample, if the proceeds are $100,000, and the 
total premiums paid are $20,000, of which the 
insured paid $5,000, he is taxed on the pro- 
ceeds to the extent of $25,000. That is, 
since he paid one fourth of the total pre- 
miums he is taxed on one fourth of the 
proceeds. Of course, if, in this case, the 
insured possessed, at the time of death, a 
single incident of ownership, the entire pro- 
ceeds would be taxed under the “owner- 
ship” test. 


In determining how much of the premi- 
ums is paid by the insured, if he is not the 
owner of the policies after January 10, 1941, 
then none of the premiums paid by him be- 
fore that date are to be considered. Also, a 
reduction is in order where the insured as- 
signs the policy for value. The amount of 
the reduction is that part of the premiums 
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paid that the amount received from the as- 
signment bears to the cash surrender value. 
For example, if premiums of $1,000 are paid 
by the insured, and the policy is then as- 
signed for $200 when its cash value is $500, 
for purposes of the premium payment test 
the $1,000 is reduced by $400. That is, since 
the policy is sold for two fifths of its cash 
value, the amount of premiums paid is re- 
duced by two fifths. Similarly, if the policy 
is sold for its full cash value, the amount of 
premiums paid is reduced to zero. 


Following the above rules, then, the estate 
planner should in many cases be able to 
improve an estate tax picture. Wherever 
practical, he should not permit his client to 
own or pay premiums on insurance on his 
own life. In the case of existing policies, 
the possibility of converting them into paid- 
up insurance and permitting his family to 
take out new policies for the difference, or 
the possibility of assigning them to his wife 
and children and letting them pay the pre- 
miums, should be considered. The former 
method usually saves more estate tax be- 
cause of the existence of two policies. For 
example, Mr. A has a $100,000 policy on his 
life. Its paid-up value is $15,000. He con- 
verts the policy into $15,000 of paid-up in- 
surance, and permits his family to take out 
another policy for the difference of $85,000. 
If Mr. A dies three years later, only $15,000 
is included in his estate; but if he had made 
a gift of the policy, under the premium pay- 
ment test most of the proceeds would be 
included in his estate. Another benefit of 
the former technique is that it avoids any 
question of whether the transfer was made 
in contemplation of death, for estate tax 
purposes, since there is no transfer. Finally, 
it avoids any gift tax question since no gift 
of the policy is made. Of course, this pro- 
cedure cannot be used where the insured is 
uninsurable, except in an unusual case where 
it is advisable to reduce the amount of in- 
surance on the client’s life. However, where 
it is used, care should be taken in deter- 
mining which policies to. convert to keep 
intact those policies which contain the most 
advantageous features, such as settlement 
options with higher guaranteed interest rates, 
more liberal disability benefits, waiver of 
premium benefits, etc. In other words, the 
tax angle is being considered here; but prac- 
tical considerations may often necessitate 
different results. 


Assigning Policies 


In considering whether the client should 
assign policies to his wife and children, it 
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must also be determined whether the assign- 
ment should take the form of a sale or gift. 
The result of a sale for cash value is that 
the insured has not paid any of the pre- 
miums, and so is not taxable on any of the 
proceeds. But the new owner will have to 
pay income tax on the gain, represented by 
the difference between the proceeds received 
and the amount expended in purchasing and 
keeping up the policy. On the other hand, 
in the case of a gift the insured is subject 
to estate tax on part of the proceeds because 
he has paid some of the premiums; but the 
recipient of the proceeds is not subject to 
income tax. 


The tax problem is also important where 
partners or stockholders contemplate the 
use of life insurance to reinforce an agree- 
ment for the purchase of each other’s interest 
at death. Generally, the most ‘appropriate 
way to arrange the insurance is to have each 
person apply for and maintain insurance 
upon the lives of all the others in an amount 
equal to his share of the purchase price of 
the interest of the others. For example, if 
there are five equal partners, each of whose 
business interest is worth $100,000, each 
partner takes out $25,000 of life insurance 
upon the life of the other four partners so 
as to enable him to join with the survivors 
to purchase the interest of the deceased. By 
agreement, the beneficiary of each policy is 
a bank, or other trustee, who receives the 
proceeds of the policies upon the death of 
one of the individuals and turns the money 
over to the deceased’s executor in payment 
for his business interest. In this way the 
insurance proceeds are not subject to in- 
come tax or estate tax; yet the deceased’s 
estate receives in cash a fair value for the 
business interest without impairing the work- 
ing capital of the business. At this point 
the deceased’s estate will own policies on 
the life of the survivors which it has no in- 
terest to continue. If the survivors wish to 
purchase these policies, careful considera- 
tion should be given to the income and estate 
tax aspects of such an acquisition. 


Where it is impractical for individual stock- 
holders to insure each other’s lives to pro- 
vide the necessary cash for the purchase of 
their interest, it may be feasible for the cor- 
poration to take out the insurance. The 
procedure is similar to that discussed previ- 
ously, except that the corporation is a party 
to the agreement and is bound to make the 
purchase. The payment of premiums and 
consequent “accumulation of cash value” in 
such case probably does not constitute an 
unreasonable accumulation of surplus for 
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federal income tax purposes, so as to incur 
the penalty surtax for failure to distribute. 
That is, there are generally too many good 
business reasons to warrant the existence 
of the insurance and the payment of the 
premiums on the policies. Here the insur- 
ance proceeds are free from income tax or 
estate tax. However, they do increase the 
earned surplus of the corporation so that 
the corporation has that much more profits 
on its books which are subject to being dis- 
tributed to the stockholders and taxed as 
dividends. In this respect it is to be con- 
sidered whether the failure to distribute 
extra dividends constitutes an unreasonable 
accumulation of surplus so as to incur the 
special tax on such accumulations. The re- 
ceipt of the insurance proceeds does not 
seem to aggravate this situation since they 
must be distributed immediately in purchase 
of the stock pursuant to the pre-existing 
agreement. Thus, outside of the reduced 
premium load, the corporation is in no better 
a position to pay dividends after collecting 
the proceeds than it was before. 


Transfers in Contemplation of Death 


Property which is given away during life 
is not subject to estate tax at death. There 
is a rule, however, to the effect that prop- 
erty transferred during life is taxed at death 
if the transfer is made “in contemplation of 
death.” 


Under what circumstances a transfer is 
made “in contemplation of death” is not 
clear. The phrase is ambiguous and has 
been the source of much litigation. The 
position of the government is that a transfer 
is made “in contemplation of death” if it is 
prompted by the thought of death. This is 
the case when the transfer is made to avoid 
the estate tax, as a substitute for a testa- 
mentary disposition of property, or for any 
other motive associated with death, e. g., 
avoidance of estate tax. In other words, 
the test appears to be whether the gift is 
prompted by life motives or by death mo- 
tives. Gifts made within two years of death 
are presumed (rebuttable) to be in contem- 
plation of death. 


When a specific reason for the gift ap- 
pears, that generally determines the ques- 
tion. For example, a gift to put a son in 
business, to help a needy child, to equalize 
children’s wealth or for Christmas is clearly 
the result of a life motive and is not made 
“in contemplation of death.” In consid- 
ering this general problem many factors are 
important—the age and physical health of 
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the transferor, his way of life at the time 
of the transfer, the size of the transfer, the 
time interval between the transfer and death, 
etc. The duty of the estate planner is to 
see that any proof of life motives is pre- 
served so that it may be used as evidence 
after the transferor’s death. All correspond- 
ence, medical records, etc., may be quite 
pertinent eventually. 


Transfers Intended To Take Effect 
at Death 


A gift during life takes the property out 
of the transferor’s estate only if the gift is 
regarded as complete for estate tax purposes 
before his death. But if the complete trans- 
fer is intended to take effect only at the 
transferor’s death, the property is subject 
to estate tax. 


It is natural in making a gift to one’s wife 
or children to provide that, in the event of 
their prior deaths, the property shall return. 
Yet this is enough to cause the property to 
be taxed at the transferor’s death because 
his death is decisive in the complete trans- 
fer or disposition of the property. Let us 
take an extreme example. Mr. A is ninety 
years old. He transfers property in trust 
for the benefit of his twenty-two-year-old 
granddaughter, Mrs. B, for her life, and 
provides that after her death the property 
shall go back to him if he survives her. He 
also specifies that if he dies before her, the 
property shall go to Mrs. B’s children who are 
alive at her death. Although it is remote 
that Mr. A will survive Mrs. B, the possi- 
bility is sufficient to cause the imposition 
of the estate tax because his death is a 
determinative factor as to whether the prop- 
erty shall revert to his estate or go to Mrs. 
B’s children after her death. Thus, the 
transfer is not regarded as complete until 
his death. 


This is a very complicated and technical 
problem, the handling of which requires 
expert tax knowledge. The estate planner 
must see to it that every transfer which his 
client made during his life is examined to 
to determine whether he has reserved an 
interest, unwittingly in many cases, which 
makes the transfer incomplete and causes 
the property to be taxed at his death. If 
so, the client should be advised to release 
that interest where it is not important to 
retain it. In addition, where a new gift is 
contemplated, the conditions of the trans- 
fer should be examined carefully to be sure 
that it is complete for estate tax purposes. 
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An otherwise absolute gift of property, 
after March 3, 1931, is incomplete until 
death for estate tax purposes if the trans- 
feror retains only the income of the prop- 
erty for life. Thus, the property is taxed 
at his death unless the life interest is relin- 
quished previously. The same rule applies 
to gifts in which he does not reserve the in- 
come to himself for his life but reserves the 
power to determine who shall receive the 
income. For example, if after March 3, 
1931, Mr. A creates a trust and reserves to 
himself for life the income or the power to 
determine who shall receive the income and 
provides that after his death the capital of 
the trust is to go to his wife or children, 
the trust property is subject to estate tax 
at his death because the transfer is not 
regarded as complete until death. The same 
result may be reached even in cases where 
the transferor does not reserve the income 
or control of the income of the property 
for life, but is taxed merely on the income 
of the property during his life. If Mr. A 
creates a trust for the purpose of paying 
premiums on insurance policies on his life, 
he is subject to income tax on the trust 
income. This may cause him to be taxed 
on the trust property at his death, even 
though he does not reserve to himself 
the income or the control of the income of 
the trust. Another illustration occurs where 
Mr. A creates a trust for the support of his 
wife and children during his life. He is 
taxed on the income of the trust property, 
and it is subject to estate tax on his death. 


Another type of incomplete transfer for 
estate tax purposes is one where the trans- 
feror reserves the power “to alter, amend, 
revoke, or terminate” it. Nor is it neces- 
sary that such powers are exercisable in 
favor of himself for the property to be taxed 
to his estate. Mr, A transfers property in 
trust and provides that his wife shall re- 
ceive the income during her life and that 
his children shall receive the property after 
her death. Mr. A also reserves the power 
to change the beneficiaries but in no event 
to make himself a beneficiary. This power 
is sufficient to cause the transfer to be in- 
complete during Mr. A’s life, so that the 
property is taxed at his death. It would 
not make any difference in these cases that 
the transfer is regarded as a taxable gift 
when made, since the gift tax and estate 
tax do not work in conjunction with each 
other. That is, the gift tax and estate tax 
are independent, and certain transfers re- 
garded as complete for purposes of the gift 
tax are not sufficiently complete to take the 
property out of the transferor’s estate for 
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purposes of the estate tax. Where both 
taxes are imposed, the estate tax permits a 
credit for gift tax paid on the same prop- 
erty. Here again the estate planner’s job 
is clear. He must examine every transfer 
made or to be made by his client to deter- 
mine whether the powers reserved consti- 
tute a power “to alter, amend, revoke, or 
terminate” so as to subject the property to 
estate tax. If so, it may be practical to have 
such powers relinquished. 


To eliminate a common fallacy, it should 
be stressed that opening up a bank account 
“in trust for” a child or anyone else does 
not have any effect for estate tax purposes. 
Since the depositor is in complete control 
of the amount during his life, it is all tax- 
able to him at his death. 


In the case of incomplete transfers, 
where consideration is given to the relin- 
quishment of the various retained power to 
make the transfers complete, the following 
caution is necessary. It was explained be- 
fore that even a complete transfer is in- 
effective for estate tax purposes if it is made 
in contemplation of death. The same rule 
applies where a relinquishment of a power, 
made to complete a transfer, is made in 
contemplation of death. Thus the relin- 
quishment of the power must be explainable 
in terms of life motives. 


Jointly Owned Property 


Where property is owned jointly—sav- 
_ings accounts, securities, and real estate— 
it is taxed to the first to die, except that 
portion which originally belonged to the 
survivor. For example, if a man predeceases 
his wife, and they own, jointly, property 
which originally came from him, it is all 
taxable in his estate. But if his wife dies 
first, since the property is originally his, 
none of it is taxed to her estate. 


Where joint property is involved, the 
estate planner should consider the advis- 
ability of a division of the property between 
the joint owners during their lives. In this 
respect the following thoughts are impor- 
tant. First, if there is a division, the person 
who originally contributed nothing to the 
common fund is taxed on his share at his 
prior death. This is not the case if the 
joint relationship is continued. Second, in 
the absence of a division, if the original 
owner paid a gift tax upon the creation of 
the joint ownership, he is entitled to a 
credit of the gift tax against the estate tax 
on the interest which was the subject of 
the gift. No credit is forthcoming if no gift 
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tax was paid—if the relationship was cre- 
ated before the enactment of the gift tax. 
Third, the life expectancies of the joint 
tenants are pertinent. For example, if the 
husband originally created the joint fund 
and he predeceases his wife, the entire 
property is taxed on his death; and since 
as a joint tenant she is the owner after his 
death, the property will again be taxed to 
her estate at her death. 


In any event the estate planner must ex- 
amine carefully all jointly held property to 
determine, while the parties are alive, just 
where the property came from originally. 
The estate has the burden of proof at death, 
so the evidence should be available to it 
when necessary. The surviving tenant is 
an important witness, but without advance 
preparation may not be in a position to 
prove what part of the property is orig- 
inally his. In such case it is fully taxable. 
For example, it is quite common for a hus- 
band and wife to open a joint bank account 
and for each to deposit and withdraw sums 
of money at different times. Also, such an 
account invariably becomes confused as to 
individual contributions and withdrawals, 
because of the natural failure of the husband 
and wife to keep detailed records of where 
the deposits originated and where the with- 
drawals went. The result is that the full 
amount of the account is taxed to the first 
to die because of the inability of the estate 
and the survivor to prove adequately that 
a given portion of the account originated 
with the survivor. 


Another duty of the estate planner with 
respect to jointly owned property is to see 
that an accurate record is kept of all gift 
tax paid upon the creation of the joint 
ownership. The record should also describe 
accurately the property which is the subject 
of the gift tax. Thus, if the same property 
is later subject to estate tax, the gift tax 
previously paid may be available as a credit, 
or a deduction may be permitted with re- 
spect to such previously taxed property. 


Powers of Appointment 


The estate planner should be very thor- 
ough in ascertaining whether his client 
possesses any powers to appoint property 
at his death by virtue of the will or deed of 
another person. For example, Mr. A may 
leave property in trust to pay the income 
to his wife during her life and provide that 
at her death the property shall be disposed 
of to those persons whom she shall specify 
in her will. At her death she has a “power 
of appointment” over the property. The 


present definition of a “power of appoint- 
ment” is very broad. A skilled eye must be 
used to detect a power in more subtle 
forms. For example, a power to withdraw 
from the capital of a trust fund is a “power 
of appointment.” 


When a person holds a power to appoint 
property at his death, he is taxed as though 
he were the owner of the property. The 
exceptions occur where the power to appoint 
is limited to a class of beneficiaries which 
includes only certain relatives of the holder 
of the power or where the holder is acting 
purely as a fiduciary, such as a trustee, and 
has no beneficial interest in the property 
or in the exercise of the power. 


In many states the holder of a power of 
appointment may relinquish his power, or 
restrict its exercise. Where this is per- 
missible, the estate planner should consider 
the advisability of having his client restrict 
an otherwise taxable power so as to bring 
it within the excepted classes. In this way 
the property escapes taxation at the death 
of his client. It is pertinent to note that 
although the release or restriction of a tax- 
able power of appointment may itself be a 
taxable gift, it is exempt if executed before 
June 30, 1947. 


In guiding the drawing of his client’s will, 
the estate planner should pay particular 
attention to the use of powers of appoint- 
ment. They can be very helpful in satis- 
fying the client’s testamentary desires; yet 
they can generally also be so limited that 
the recipient of the power is not taxed on 
the property at death. For example, Mr. A 
desires that his wife shall enjoy his estate 
during her life and that she shall determine 
its disposition at her death. He probably 
intends that she will dispose of it at her 
death among her children and grandchil- 
dren. Therefore, he should limit her power 
of disposition to the children and grand- 
children. In this way the property is not 
taxed at her death, even though she can 
determine the size of the share that each 
child shall receive, 


Valuation of Assets 


The valuation of the various assets of his 
client at death is an important matter for 
the estate planner to consider, since the 
estate tax is imposed on the fair market 
value of the property. In many cases where 
there is no ready test of the fair market 
value of an asset, such as by quotations on 
the New York Stock Exchange, there un- 
doubtedly will be a conflict between the 
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estate and the Treasury as to its value. 
There are different ways of improving the 
client’s position in this respect. 


In the case of any asset, written offers 
for their purchase by responsible parties 
should be retained. Also, records should 
be kept of the selling price of comparable 
assets where such information comes to the 
client’s attention. 


Assets which have depreciated in value 
since acquisition should be disposed of, 
where practical. This eliminates the difficult 
valuation problem and saves the time and 
expense of the executor in settling it. Also, 
the disposition may give the client a de- 
ductible loss which can be used for federal 
income tax purposes. 


It is to be noted that, for federal income 
tax purposes, the fair market value of an 
asset at death is the figure which is used 
in determining the gain or loss of the heirs 
from its disposition. Thus, if an asset has 
depreciated in value below cost, the asset 
must be disposed of by the owner before his 
death if the loss is to be deducted for in- 
come tax purposes. For example, Mr. A 
buys a piece of real estate for $50,000. At 
the time of the estate plan it is worth only 
$20,000. If Mr. A sells the property he 
realizes a loss of $30,000, which is deduc- 
tible for federal income tax purposes 
(subject, of course, to the applicability of 
the capital loss provisions). If he retains 
the property and it is worth only $20,000 
at his death, he gets no income tax deduc- 
tion; and if the heir later sells it for $30,000, 
a gain of $10,000 is realized for income tax 
purposes. This is because an heir takes as 
his cost the fair market value of the prop- 
erty at death. The reverse occurs where 
assets owned by the client have appreciated 
over cost. Here it may pay to hold the 
asset until death since the gain is not sub- 
ject to income tax and the heir takes the 
asset at the higher figure. For example, if 
Mr. A pays $10,000 for an asset and it is 
worth $25,000 at his death, there is no in- 
come tax on the $15,000 appreciation. Yet 
the cost of the asset to the heir for income 
tax purposes is $25,000. If he later sells it 
for $5,000, he realizes a $20,000 income tax 
loss. 


Although the federal estate tax is gener- 
ally imposed on the fair market value of 
assets at death, the executor may elect to 
pay tax on the basis of the value of the 
entire estate one year after death. If such 
election is exercised, assets disposed of be- 
tween the date of death and one year later 
are taxed on the basis of the value at the 
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date of disposition. If the transaction is at 
arm’s length, the selling price determines 
the value. The purpose of this provision is 
to eliminate the inequity of taxing values 
at death where, within a year after, there is 
a considerable decline in market values. 
Otherwise an estate could be rendered 
bankrupt. For example, if Mr. A died before 
the stock market crash in 1929 and his 
estate consisted of $1,000,000 worth of 
securities, the estate tax would far exceed 
the value of those securities after the crash. 
Thus the estate is rendered insolvent, 


Valuation of Assets, ‘ 
Business Interests 


Insofar as business interests are con- 
cerned, the valuation tug-of-war with the 
Treasury Department generally consists of 
the Treasury’s pulling for a high figure based 
upon a large good will factor, and the estate’s 
struggling to discredit any good will and 
show a low value. The estate, even if it 
proves its case, never wins really because 
it generally must incur special legal and 
accounting fees to fight the case. 


This problem is solved easily where an 
agreement exists for the disposition of the 
business interest at death at a stipulated 
price. The Tax Court requires the Treasury 
to accept this figure as determinative of 
fair market value even in cases where it 
appears quite conservative, so long as it is 
established on an arm’s length basis. In 
other words, if the agreement is between 
father and son or other close relatives, the 
Treasury might refuse to accept the agreed 
price on the theory that the value is greater 
than the stipulated figure and that a gift of 
the excess is intended at death. This line of 
reasoning has received some support in the 
tax cases, although the taxpayer was given 
the opportunity of proving its inapplica- 
bility to the facts at hand. 

Also determinative of the valuation ques- 
tion for tax purposes is an arm’s length agree- 
ment between business associates giving 
each other or the firm an option to pur- 
chase their interests at death at a specified 
price. This agreement should be fortified 
by a provision that none of the parties can 
sell his interests on the open market dur- 
ing his lifetime without first offering it to 
the others or to the firm at that price. Such 
agreements are quite common among busi- 
nessmen, the purpose being to keep the 
business within the group and to prevent 
the interference by outsiders on either of 
their deaths. The tax advantage is merely 
incidental but is not to be ignored. 
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Sometimes businessmen agree that upon 
their deaths their business interests cannot 
be sold by their executors without first 
offering them to the survivors or to the busi- 
ness at a stated price. The tax cases hold 
that such an agreement does not fix the 
value of the interest for estate tax purposes. 
Therefore, where practical, the agreement 
should read as in one of the forms mentioned 
in the preceding paragraphs. 


Deductions 


Various deductions for estate tax pur- 
poses are permitted in the computation of 
the net taxable estate. These deductions 
should be considered in planning the estate 
and in drafting the will incidental to the 
estate plan. In this way the estate tax may 
be reduced considerably. 


Funeral and Administrative 
Expenses 


In computing the tax, a deduction is per- 
mitted “for funeral expenses” and “for 
administrative expenses” which are allowed 
by the laws of the jurisdiction under which 
the estate is being administered. The estate 
planner’s first problem, here, is to determine 
which law governs the administration of the 
estate and the extent to which such law 
allows these expenses. Within this limit, 
provision in the will should be made for all 
burial expenses and administrative ex- 
penses. 


Executors’ and _ trustees’ commissions 
may be stipulated in the will; otherwise, 
they are determined by the governing law. 
Where specific sums are mentioned, care 
should be taken that they do not take the 
form of a bequest. As a bequest the amount 
is not deductible. Of course, from the point 
of view of the recipient a bequest is prefer- 
able because it is not subject to income tax, 
whereas commissions constitute taxable in- 
come. Where a family member is to be the 
executor, consideration should be given to 
whether it is more desirable to get an estate 
tax deduction or to make the commissions 
free from income tax. 


Claims Against Estate 


Debts of the client are deductible as 
“claims against the estate” if allowed in the 
administration of the estate under local 
law. In planning an estate a list should be 
made of all the client’s debts with some 
explanation or reference to their nature. 
This is particularly important where the 


claim is “founded upon a promise or agree- 
ment” of the client since such a debt is 
deductible only if “contracted bona fide 
and for an adequate and full consideration 
in money or money’s worth.” The explanation 
of the debt will simplify matters for the 
executor and will also aid him to satisfy his 
burden of proof in sustaining the deduction. 

Alimony payors should be warned that 
alimony obligations which survive their 
deaths are not deductible if based on the 
relinquishment of “marital rights in the 
decedent’s property or estate.” This is be- 
cause such relinquishment is not deemed to 
be “a consideration in money or money’s 
worth” for the alimony promise. On the 
other hand, the relinquishment of the right 
to support does seem to be sufficient con- 
sideration to sustain the deduction. If the 
alimony obligation is based upon a court 
decree, it appears under the tax cases to be 
deductible regardless of the consideration 
received. Nor does it make any difference 
that the court decree merely embodies a 
pre-existing agreement of the parties. Since 
the obligation is not “founded upon a prom- 
ise or agreement” but on a court decree, it 
need not be supported by “a consideration 
in money or money’s worth” to be deduc- 
tible. So, in appropriate cases, the estate 
planner should recommend that an alimony 
agreement be incorporated in a_ court 
decree. 


Support 


The amount actually spent for the sup- 
port of a person’s dependents after his 
death, during the settlement of his estate, 
may be deducted, if reasonable. It is neces- 
sary, however, that the expense be allowed 
by the law under which the estate is admin- 
istered. Recognizing this deduction, the 
will should be prepared accordingly. First, 
the law of the proper jurisdiction should 
be examined to determine whether this ex- 
pense is allowed. Second, consistent with 
state law, provision should be made for the 
support of all dependents. Third, to sub- 
stantiate the “reasonable” character of the 
amount spent, the will should specify the 
amount to be expended. It should be stated 
in terms of a periodic sum since it cannot 
be known in advance just how long the ad- 
ministration of the estate will take. The 
will should explain also the basis on which 
the figure in question is determined, giving 
proper recognition to all the needs of the 
dependents, so that its reasonable character 
is clear. Thus, the burden of the executor 
to justify the expenditure as “reasonable,” 
to support the tax deduction, is simplified. 
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Philanthropies 


Amounts bequeathed for public, char- 
itable, religious, educational, scientific, or 
literary purposes also are deductible. Here, 
as in the income tax law, is the same will- 
ingness of the federal government to sub- 
sidize philanthropic donations. Here it goes 
even further because it provides no limita- 
tion on the size of the deduction. Through 
this provision many high-bracket taxpayers 
have acquired fame as philanthropists, al- 
though the burden of the bequests actually 
fell on the government’s shoulders as a re- 
sult of the loss of tax revenue occasioned 
by the deduction. 


The deduction is of considerable impor- 
tance to clients who are public-spirited and 
is also usable for the accomplishment of 
certain selfish secondary desires. In some 
cases the ‘ostensible secondary purpose may 
be the real reason for the bequest. For 
example, Mr.. A is not public-spirited. He 
has a large estate, a valuable stamp collec- 
tion, Or various expensive art or museum 
pieces. He intends to use them while he is 
alive, but after his death they are of little 
use or interest to his family. In fact, they 
may be peculiarly burdensome at his death 
for the following reasons. First, there may 
be nor market for such assets, forcing the 
executor to hold and maintain them as un- 
wanted assets. Second, local real and per- 
sonal property valuations and assessments 
for tax purposes may be high. Third, the 
government may place a high valuation on 
the property for estate tax purposes which 
the executor may have to contest. Last, the 
property will cause the imposition of some 
estate tax which, in turn, drains cash from 
the estate. 


With such dismal prospects at his death, 
Mr. A can avoid these difficulties by philan- 
thropic bequests. In such case the cost to 
his estate is the difference between the 
value of the property and the tax and other 
costs. Actually the tax, which is uncertain 
until the valuation question is settled, may 
exceed the amount such property might 
yield eventually on the open market under 
the conditions of a forced sale, so that the 
bequest costs his estate nothing. Even if 
Mr. A’s family wished to use the property 
after his death, a philanthropic disposition 
might still be wise—his survivors may be 
able to buy it back for a lower price than 
the tax and other costs which retention of 
the property might entail. In this respect it 
should be noted that, since the recipient 
institution probably does not have to pay 
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local property taxes, it may be able to hold 
out for a good price. Thus the “tail may 
wag the dog” since the philanthropic be- 
quests by Mr. A may be motivated purely 
by a desire “to get” rather than “to give.” 


Cash Philanthropic Bequests 


The estate planner may find that his 
client desires to make cash philanthropic 
bequests at his death, despite the presence 
of cumbersome assets in his estate. If this 
is the case, it may be wise to recommend 
that the client leave the unwieldly assets 
to the philanthropic institution and retain 
the cash for his estate. This saves the tax 
on any excess valuation of the property as 
well as the time and expense of contesting 
the matter. In addition, it places the exec- 
utor in a better cash position and makes 
unnecessary a forced sale of the property 
for this purpose, Finally, it saves the estate 
the expense of carrying the property. All 
this does not negate the element of philan- 
thropy since there is still a benefit to the 
recipient. It it does not want the property, 
it can sell it. Yet, as stated before, a forced 


’ sale generally is not necessary because the 


exemption from local taxes permits the 
beneficiary to hold out longer for a better 
price. But even at a forced sale the insti- 
tution is still benefitted to the extent of 
the proceeds. 


Another point for the estate planner to 
consider in each case is the advisability of 
making the philanthropic transfer during 
life. One advantage of such a transfer is the 
income tax saving it effects. To that extent 
the government is really making the gift 
and funds still are available to be bequeathed 
to charity at death. This thought is apropos 
particularly of unwanted assets for which 
there is no market. The income tax deduc- 
tion is based on the fair market value of 
the asset at the time of the gift. Thus, the 
income tax saving resulting from the de- 
duction may well exceed the amount which 
would be realized from a sale on the open 
market. In addition, if the value of the 
property is greater than its cost, there is a 
savings of the income tax on the gain. For 
example, Mr. A paid $10,000 for a piece of 
real estate. The property is now worth 
$25,000, although the real estate market is 
inactive. If Mr. A gives it to charity, he 
gets an income tax deduction of $25,000. 
If he is in the eighty per cent bracket, he 
saves $20,000 in tax money. Yet he does 
not pay any tax on the $15,000 appreciation 
of the property value or on the cash gain of 
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$10,000 (the difference between the $20,000 
saved via the tax deduction and the $10,000 
cost). Also, of course, his reputation for 
philanthropy is enhanced while he is alive. 


The estate planner may be confronted 
with a conflict between the desire of his 
client to enjoy his wealth during his life and 
his desire to get the benefit of an income 
tax deduction for intended philanthropic 
bequests. The answer to this conflict may 
be the transfer of property to a trust for 
the benefit of the client for life with a pro- 
vision that it shall go to the philanthropy 
after his death. Here the client is entitled 
to an immediate income tax deduction for 
the value of the remainder interest given 
away. He also can make periodic contri- 
butions to such a trust and receive cor- 
responding income tax benefits. Where the 
transfer is of property rather than cash, its 
timeliness is very important. Since the in- 
come tax deduction is of the fair market 
value of the property and since there is no 
income tax on the amount of appreciation 
in value over cost, the transfer should be 
made when the market is higher. 


The estate planner may be confronted 
similarly with a conflict between a client’s 
desire that his wife and children shall en- 
joy his wealth during their lives after his 
death and his desire to get an estate tax 
deduction for philanthropic bequests. The 
answer to this problem may be a trust for 
the client’s wife and children for their lives 
with a provision that the trust property is 
to go to the philanthropy after their deaths. 
In such case the estate is entitled to an 
estate tax deduction for the value of the 
future property interest of the philanthropy. 
To secure the deduction the estate planner 
should avoid the following error. To be 
certain that his family will not be denied 
anything, the client may desire a provision 
to the effect that they may withdraw money 
from the principal of the fund where the 
income is insufficient. This right of with- 
drawal must be limited carefully if the de- 
duction is to be obtained. The deduction is 
not allowed if they can withdraw trust capi- 
tal at their unlimited discretion. How 
broad the provision may be, depends upon 
an up-to-the-minute reading of the tax 
cases. Of course, no limitation should be 
imposed for tax reasons if it is inconsistent 
with the testamentary desires of the client. 
The point is that his wishes often may be 
satisfied by a properly drawn provision 
which will also accomplish a tax deduction, 
and that feature should not be ignored. 





“Philanthropic Foundation” 


The “philanthropic foundation,” created 
during life or at death, may have its place 
in an estate plan. It is well accepted that 
“capital” means little, except as it produces 
“income.” People do not like to live on 
“capital,” because it becomes exhausted. On 
the other hand, where the “capital” pro- 
duces an “income,” by living on the “in- 
come” they can perpetuate their “capital.” 
The owner of a business strives for a profit. 
The business represents his “capital.” He 
lives on the profit. He really is not con- 
cerned about his ownership of the business 
except that it entitles him to the profit. In 
fact, if he continues to reap the profits, 
nominal ownership of the business means 
little. These are the fundamentals for the 
creation of “philanthropic foundations,” or- 
ganizations which administer property for 
the benefit of philanthropies. 


A large business or other asset found in 
an estate, may create a difficult or even 
overwhelming problem of liquidity. The 
value of the business may result in the im- 
position of a tax which cannot reasonably 
be paid. The liquidation or sale of the busi- 
ness may be impractical or undesirable. By 
transferring such property to a philanthropic 
organization, however, the estate tax will 
not hit it. The result is that people during 
their lives or at their deaths may create 
charitable foundations to which they may 
transfer the above type of asset. The asset 
is not taxed at death and a deduction is 
allowed for income tax purposes (subject to 
the fifteen per cent limitation) to the extent 
of the value of the property transferred 
during life. Most important, however, is 
that by a proper provision for trustees it is 
possible to keep control of the management 
of the property in the family for successive 
generations. Thus, at all times, members of 
the family may be employed to actually 
operate the business. Commensurate with 
their services they may receive large, but 
reasonable, salaries. In this way their in- 
come is perpetuated even though they tech- 
nically no longer own the business. 


The “philanthropic foundation” has in- 
teresting potentialities with respect to real 
estate which has appreciated in value. For 
example, a client may own a parcel of in- 
vestment property which cost $10,000. The 
parcel may now be worth $20,000. The 
failure to make a sale may be due to at least 
two factors: first, the loss of the income 
yield of the property; second, the tax on 
the $10,000 gain, which is probably at least 
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$2,500, leaving net proceeds of $17,500. 





Instead of selling the property, the client 
may transfer it to a charitable trust. If the 
client is in the eighty per cent income tax 
bracket, the deduction saves him $16,000 
in tax money. This is only $1,500 less than 
if he sells the property. But his magnamim- 
ity is rewarded by moral satisfaction plus 
the fact that, by selecting the right trustee, 
he and his children can continue to reap 
a reasonable income for managing the 
property. 

Another important aspect of the “philan- 
thropic foundation” is that such an organi- 
zation is free from all the harassing income 
taxes and local property taxes which gen- 
erally prevent business from growing. In 
this way not only do the philanthropies 
benefit to a greater extent, but the larger 
the business the greater is the remunera- 
tion to which its managers are entitled. 
Thus, the “philanthropic foundation” is an 
interesting way of catapulting “capital” for 
the production of increased “income” to 
family members for their services. 


Property Previously Taxed 


The law provides a deduction for prop- ~ 


erty which is received by gift or bequest 
less than five years before the death of the 
recipient if a gift tax or estate tax is paid at 
the time of the transfer. For example, if 
Mrs. A receives an outright gift or bequest 
of property from Mr. A in 1940, upon which 
Mr. A pays a gift or estate tax, and Mrs. A 
dies in 1944, her estate is entitled to a 
deduction in respect of this property. The 
purpose of this provision in the law is to 
prevent more than one transfer tax on the 
same property within a period of five years. 

In order to obtain this deduction, how- 
ever, it is necessary that the property be 
identified specifically as, or traced to, the 
property previously taxed. Here the estate 
planner’s duty is to.advise his client so to 
identify and segregate such property or its 
proceds that the executor will have no diffi- 
culty in tracing it back to show that it was 
previously taxed. Where the property is 
cash or securities, special bank or brokerage 
accounts should be opened. They should 
be kept separate from the client’s other as- 
sets until the five-year period has expired. 
Then, of course, the right to the deduction 
ceases and segregation no longer is re- 
quired. 


Credits Against Tax 


There are two credits allowed against 
the federal estate tax. These are the credit 
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for gift tax paid on the same property which 
is subject to estate tax and the credit for 
any state estate or inheritance taxes which 
must be paid with respect to such property. 


Credits Against Gift Tax 


In different cases property, already trans- 
ferred by gift and on which a gift tax was paid, 
may nevertheless be subject to estate tax 
on the death of the transferor. For ex- 
ample, taxable gifts in contemplation of 
death or in which certain controls are 
retained are ineffective for estate tax pur- 
poses. The law provides, however, that in 
such cases the gift tax paid on such prop- 
erty is allowed as a credit against the estate 
tax which is due. 


For the purpose of this credit a client 
should be advised to keep all records of gift 
taxes paid and of the property which is the 
subject of the gift. His executor eventually 
will need this information to establish the 
right to the tax credit. 


State Estate and Inheritance Tax 


A very limited credit is allowed for state 
estate or inheritance taxes paid on property 
that is also subject to the federal estate tax. 

The estate planner should consider the 
following thoughts if his client either carries 
on business or other activities, owns prop- 
erty, or has a home in more than one state. 


First, his client may be considered as 
domiciled in several states. Where a person 
is considered by several states as being domi- 
ciled there, each state may impose its estate 
or inheritance tax on his estate at his death; 
and neither state need allow a credit for the tax 
paid to the other states. The United States Su- 
preme Court has refused to review the question 
of domicile under these circumstances; there- 
fore, only clever manoeuvering by the 
executor to get the respective state authori- 
ties to agree to the collection of only one 
tax can avoid this result. This is serious 
particularly in view of the limited credit for 
state death taxes which is allowed by the 
federal estate tax. That is, the multiple 
state taxes are not allowed entirely as a 
credit against the federal estate tax. 


Second, even though his client is domi- 
ciled in only one state, other states in which 
his property is located may tax such prop- 
erty at his death; and, generally, the state 
of domicile does not allow a credit for the 
tax paid to the other states. This is serious 
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because of the limited nature of the credit 
allowed by the federal estate tax. 


Where his client is active in several 
states, the estate planner should make the 
following recommendations: first, that his 
client so restrict his activities as to remove 
all doubt as to which state is the state of 
domicile; second, that, whenever possible, 
his client confine the location of his prop- 
erties to his state of domicile. 


Another important point merits consid- 
eration here. That is the matter of multiple 
estate taxation by several countries. The 
federal estate tax is imposed on United 
States citizens and on United States resi- 
dents who are citizens of foreign countries. 
In either case the tax is on all the person’s 
assets, wherever situated, except real estate 
located outside the United States; and no 
credit or deduction is allowed for estate 
taxes paid to a foreign country. Yet such 
taxes may be due to a foreign country 
where the United States citizen has prop- 
erty located, or where the United States 
resident is a citizen of, or has property 
located in, the foreign country. Such a 
double tax could be disastrous. Formerly, 
the only way out of this dilemma was for 
one to completely sever relations during 
one’s lifetime with one of these countries, 
either by renouncing citizenship or by re- 
moving or disposing of all property located 
there, as the case might be. Today there is 
additional hope. That is, a tax treaty may 
exist between the two countries whereby 
only one estate tax may be imposed. 


In every case the estate planner must 
determine whether his client faces the above 
problem. In this respect he must ascertain 
where his client resides, his country of 
citizenship and where all his property is 
located. When the problem is found to 
exist, the estate plan should be so arranged 
as to fit within the provisions of any appli- 
cable treaty; in the absence of such a treaty, 
the estate plan should otherwise avoid the 
imposition: of a double tax. 


Payment of Estate Tax 


The payment of the estate tax is a matter 
to be considered in formulating the estate 


——a 
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plan. With certain exceptions, unless the 
will provides otherwise, the entire tax is 
payable from the estate. In computing the 
tax, however, two groups of property are 
included. The first group is the estate itself. 
The second group is a class of assets which 
do not pass through the estate but are in- 
cluded for tax purposes. In the latter group 
are certain direct gifts made during the 
client’s life—gifts made in contemplation of 
death, gifts in which certain controls are 
retained until death, and jointly held prop- 
erty. Also included in this group are insur- 
ance proceeds which are payable directly to 
beneficiaries other than the estate and prop- 
erty over which the client has a power of 
appointment. 


To sum up, the estate tax is payable from 
the estate even though it may be based on 
property which actually does not form part 
of the estate. The only exception to this 
rule is that the estate can recover from 
the beneficiaries of insurance or from the 
recipients of property over which the client 
had a power of appointment, the amount of 
estate tax which is. attributable to the in- 
clusion of that property in the estate for 
tax purposes. This is all in the absence of 
contrary provisions in the will. 


The estate planner should, therefore, have 
his client make the following decisions as 
to the payment of the estate tax. First, if 
he wishes the beneficiaries of gifts made 
during his life or of jointly held property to 
pay their share of the estate tax if such 
property is taxed at his death, he should 
provide specifically so in his will; otherwise 
his general estate (residuary legatees) will 
be compelled to bear the tax burden. Sec- 
ond, if he does not want the beneficiaries 
of insurance to pay their share of the estate 
tax where the proceeds- are taxed at his 
death, he should state this in his will; or 
else the beneficiaries will have to pay a pro- 
portionate amount of the tax. Finally, if he 
does not wish the recipients of property 
over which he has a taxable power of ap- 
pointment to pay their share of the estate 
tax where the property is taxed at his death, 
he should provide for this in his will; other- 
wise they will be forced to pay their share 
of the estate tax burden. [The End] 
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Some Federal Tax Aspects of Will Draftsmanship 


HENRY L. SHEPHERD and ERVING PRUYN 


‘"N THESE TIMES of business uncer- 
tainty, high taxes, low rate of return on 
investments, and social change, the prob- 
lems confronting a lawyer in drafting a will 
for a client are more complex and difficult 
of solution than in the past. Not only must 
the lawyer provide for the testamentary dis- 
position of the testator’s estate in accord- 
ance with his wishes and intentions, but he 
must attempt to do so in the light of present 
laws and rules, especially those affecting 
taxation and the management of estates. 


In this article we have considered cer- 
tain federal tax aspects of will draftsman- 
ship and have suggested solutions to the 
problems presented. 


1. From what portion of the estate are in- 
heritance and estate taxes to be paid? 


Most lawyers are familiar with the general 
proposition that inheritance and estate taxes 
are imposed not on the property itself but 
on the privilege, granted by the state, of 
transmitting or receiving the property. The 
United States Supreme Court has said: “The 
subject matter of an inheritance taxing stat- 
ute may be either the transmission or the 
exercise of the legal power of transmission 
of property by will or descent ... or it may 
be the legal privilege of taking property by 
devise or descent.” ? 


If the tax is laid upon the privilege of 
transmitting property by will or descent, it 
is generally denominated an estate tax. In 
this event, the tax is on the act of the tes- 
tator and not on the receipt of the property 
by the legatees, devisees or heirs, and comes 
into existence before and independently of 
the receipt of the property. The federal 





1 Stebbins v. Riley, 268 U. S. 137, 141 (1924). 
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estate tax is of this character,” as are also 
a number of state estate taxes. Therefore, 
the tax is payable out of the estate before 
distribution. 


Transfer Taxes 


Many states, however, impose:a transfer 
or succession tax on the privilege of receipt 
of or succession to the decedent’s property 
and not on the decedent’s right of transmis- 
sion. As such, it is paid from the property 
passing to the legatee, devisee or heir. The 
statutes generally impose upon the executor 
or administrator the duty to pay the tax, but 
require him to collect the amount of the tax 
from the recipient of the property. 


These same considerations apply to the 
inheritance and estate taxation of transfers 
made during the decedent’s lifetime and in- 
cludible in his gross estate because such 
gifts were made in contemplation of death, 


or involved jointly owned property, or the 
like. 


There is a growing tendency, however, to 
minimize the distinction between estate and 
transfer taxes and to regard them as based 
alike on the general principle of the shifting 
of economic benefits from the dead to the 
living.® 

Although the federal estate tax is a charge 
against the general estate of a decedent, a 
number of states now provide by statute that 
the tax be prorated equitably among the 
persons interested in the estate in propor- 





2 Ithaca Trust Company v. U. 8., 279 U. S. 151 
(1928) [1 ustc { 386]; Blodgett v. Guaranty Trust 
Company, 114 Conn. 207 (1932). 

3 Merchants National Bank v. Merchants Na- 
tional Bank, 62 N. E. (2d) 831 (Mass., 1945); In 
re Jeffrey’s Estate, 3 Atl. (2d) 393 (Penn., 1939). 
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tion to their respective interests, unless oth- 
erwise provided in the will. The purpose of 
such legislation has been well stated as 
follows: * 


“It provides for the first time in this State 
a statutory method of equitably apportion- 
ing the estate tax (both Federal and State), 
as against the respective benefits derived by 
the various persons interested in the estate. 
The great complaint against the estate tax 
has been that this burden falls upon the 
residuary legatees, who are, under most 
wills, the widow, children, or nearer or more 
dependent relatives. Cases have arisen where 
the residue has been greatly depleted by the 
imposition of the Federal estate tax. More- 
over, the residuary legatee under the present 
system is compelled not only to pay the tax 
assessed against the transfers passing by 
operation of the will, but is also comgelled 
to pay the tax on other transfers to persons 
not participating in the decedent’s estate. 
Thus, if a gift in contemplation of death has 
been made, of a transfer under an inter vivos 
trust becomes effective by reason of the 
death of the settlor, the tax on all such trans- 
fers is imposed upon the residuary legatees. 
This new law provides for an equitable ap- 
portionment of all these transfers by the 
surrogate in an accounting or other appro- 
priate proceeding on notice to all the parties. 
Thus the donee of a gift taking effect at 
death will be compelled to bear his fair 
share of the tax upon the amount of the 
property which he derived and which was 
included in the general estate subjected to 
taxation. It is believed that this plan will 
present a fair, just and equitable method of 
the allocation of the estate tax, both Federal 
and State.” 


Thus, under these statutes each person in- 
terested in the estate bears his equitable 
share of the federal estate tax and the state 
estate and succession taxes. 


Sections 826 (c) and (d) of the Internal 
Revenue Code provide for an apportionment 
of the federal estate tax among beneficiaries 
of life insurance payable to others than the 
estate and to recipients of property subject 
to a power of appointment, by giving the 
executor a right of reimbursement for a 
proportionate amount of the tax, based on 
a specific formula, which does not take into 
consideration the equities of a particular 
case. Such provisions are not effective if 
the decedent’s will provides otherwise. Note 





*Report of Decedent Estate Commission (New 
York), Legislative Document (1930) No. 69, 
p. 197; see also footnote to New York Decedent 
Estate Law, Section 124, McKinney’s Consoli- 
dated Laws. 


434 


that if the will is silent, it is not yet settled 
whether the federal or the state apportion- 
ment statute will govern. 


Apportionment Statutes 


The United States Supreme Court has 
held constitutional the New York appor- 
tionment statute on which most of the ap- 
portionment statutes of other states have 
been modeled.’ Basing its decision on the 
provisions of the original federal estate tax 
law* and subsequent laws, and their legis- 
lative history and administrative interpreta- 
tion, the Court reached the conclusion that 
“the federal estate tax should be paid out of 
the estate as a whole and that the applicable 
state law as to the devolution of property at 
death should govern the distribution of the 
remainder and the ultimate impact of the 
federal tax; accordingly § 124 (N. Y. Dece- 
dent Estate Law) is not in conflict with the 
federal estate tax law.” The Pennsylvania 
and Massachusetts apportionment laws, sim- 
ilar to the New York law, have been upheld 
respectively by the highest courts of those 
states." 


Apportionment by Testator 


Notwithstanding the apportionment stat- 
utes, the testator himself may determine 
where the ultimate burden of death taxes 
shall rest by specifying in his will the por- 
tion of his estate out of which such taxes are 
to be paid. Generally, testators have pro- 
vided that estate and inheritance taxes upon 
the estate passing by will shall be a charge 
upon the residuary estate. If this is the 
testator’s intention, under present laws he 
should specify it in clear and unmistakable 
language, as in the following clause: 


“FIRST. I direct my executor to pay my 
just debts, except such as shall be secured 
at the time of my death by mortgage, if any, 
and my funeral and testamentary expenses. 
I further direct said executor to pay all the 
estate, inheritance, succession, legacy and 
transfer taxes, whether imposed by the laws 
of the United States or this state or any 
other state or country, upon my estate and 
upon all legacies given by this will, and to 
charge such payments against the residue 
as a testamentary expense.” 





5 Riggs v. Del Drago, 317 U. S. 95 (1942) [42-2 
ustc { 10,219]. 


© Revenue Act of 1916, 39 Stat. 756, ch. 463. 


‘In re Jeffery’s Estate, supra; Merchants Na- 
tional Bank v. Merchants National Bank, supra. 
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Note that this language is limited to death 
taxes on the decedent’s estate and on the leg- 
acies given by his will; and it is not sufficient 
to require (a) that a succession or transfer 
tax on inter-vivos trusts be paid out of the 
residuary estate,* or (b) that the federal 
estate tax on insurance policies on the dece- 
dent’s life payable to others than the estate 
be borne by the residuary estate.’ Also, it 
may be doubted, under the language of the 
Ericson opinion, that the federal estate tax 
on inter-vivos trusts is removed from the 
operation of the apportionment act. 


The draftsman must bear in mind that 
there are really two estates: the “probate 
estate,” which comprises the property pass- 
ing under the will or by intestacy, and the 
“tax estate,” which includes all property 
subject to death taxes. If, for example, the 
“tax estate,” subject to federal estate tax, 
comprises inter-vivos trusts, gifts made in 
contemplation of death, proceeds of life in- 
surance policies payable to others than the 
decedent’s estate, or jointly owned property, 
the language of the above testamentary clause 
may be inadequate to carry out the testator’s 
intent as to what portion or portions of his 
estate he wishes to bear the burden of the 
federal estate tax. 


Thus, if the testator wishes all death taxes 
upon his “tax estate” (as distinguished from 
his “probate estate”) to be paid out of his 
residuary estate, the above testamentary 
clause should be amended to this end. It 
is suggested that no specific reference in the 
will be made to inter-vivos trusts, gifts or 
insurance policies or jointly owned property, 
especially if there is some doubt as to whether 
they are includible in the decedent’s “tax 
estate.” For example, the will might pro- 
vide (the key words are italicized): 


“FIRST. I direct my executor to pay my 
just debts, except such as shall be secured 
at the time of my death by mortgage, if any, 
and my funeral and testamentary expenses. 
I further direct said executor to pay all the 
estate, inheritance, succession, legacy and 
transfer taxes imposed by and made pay- 
able under the laws of the United States or 
this State or any other State or country 
by reason of my death, and to charge such 
payments against the residue as a testament- 
ary expense.” 


Power of Appointment 


2. Power of appointment, Federal estate 
taxation in respect to powers of appoint- 


8 Hricson v. Childs, 124 Conn. 66 (1938). 
°U. 8. Trust Company v. Sears, 29 F. Supp. 
643 (DC Conn., 1939) [39-2 ustc { 9790]. 
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ment has been a subject of much litigation. 
Prior to the Revenue Act of 1942, property 
passing by reason of the exercise of a general 
power of appointment was includible in the 
gross estate for tax purposes. But under 
that act, the mere possession of a power of 
appointment, whether exercised or not, causes 
the property subject to such power to be 
included in the gross estate. 


The original federal estate tax law * made 
no reference to powers of appointment, and 
the Supreme Court defeated the Treasury 
Department’s attempt to include in the donee’s 
gross estate the property passing by reason 
of the exercise of a general power of ap- 
pointment.” The Revenue Act of 1918, how- 
ever, imposed an estate tax on property 
“passing under a general power of appoint- 
ment exercised by the decedent.” * This act 
did not define a general power, and such 
definition was at first left to local law. 
Later, the courts held, irrespective of the 
local state law, that a power is general where 
the donee can appoint to anyone, including 
himself, his estate or his creditors.” 


A special (or limited) power has been 
held, in cases construing the Revenue Acts 
prior to that of 1942, to be a power where- 
under the donee’s power to appoint is to a 
restricted or designated class of persons, 
excluding himself, his estate and his creditors. 


Thus, prior to the Revenue Act of 1942, 
property that passed by reason of the exer- 
cise of a special (or limited) power, and 
property that passed on the non-exercise of 
a power (general or special), escaped taxa- 
tion in the donee’s estate. 


Tax-Free Powers 


This situation was changed by the Rev- 
enue Act of 1942, applicable to estates of all 
persons dying on or after October 22, 1942. 
Since that date, property subject to a power 
of appointment, general or special, whether 
exercised by the decedent or not, is includ- 
ible in the gross estate of the donee of the 
power, except for powers that meet the fol- 
lowing qualifications :* 





10 See note 6. 


"nU, 8. v. Field, 255 U. S. 257 (1921) [1 ustc 
1 40). 

12 Revenue Act of 1918, Section 402(e). This 
provision has remained unchanged in al] the 
Revenue Acts until the Revenue Act of 1942. 


13 Morgan v. Commissioner, 309 U. S. 78 (1940) 
[40-1 ustc J 9210]; Legg Estate v. Commissioner, 
114 F. (2d) 760 (CCA-4, 1940) [40-2 ustc { 9683]; 
Skidmore v. Commissioner, 112 F. (2d) 575 
(CCA-7, 1940) [40-1 ustc J 9398]. 


(a) The power must not be exercisable in 
favor of the donee, his estate, his creditors 
or the creditors of his estate. 


(b) (i) If the donee in addition to his 
power, receives a beneficial interest in the 
property, he may appoint only to his spouse, 
the donor’s spouse, his descendants or those 
of his spouse, descendants of the testator or 
of the testator’s spouse, spouses of the de- 
scendants above mentioned, and corpora- 
tions, trusts, etc., organized and operated 
exclusively for charitable, religious, scien- 


tific, literary, or educational purposes, and . 


to the United States, a State, territory or a 
political sub-division if the gift is for a 
purely public purpose: or 


(ii) If the donee has no personal benefi- 
cial interest in the property, but is expected 
to act in a disinterested fiduciary capacity, 
the tax-free appointive power is extended to 
a “restricted class.” (Note: This phrase is 
not defined in the law or regulations; but 
Regulations 105, Section 81.24, indicates that 
it means a small group of people who may 
be unrelated to each other, as well as a spe- 
cific class such as the children of A; it also 
includes any number of charitable, etc., cor- 
porations. ) 


(c) A special (or limited) power created 
before October 22, 1942, is not taxable un- 
less exercised; but if it is of such a nature 
as to fall within the “restricted class” cate- 
gory, it may escape taxation even if exer- 
cised. 


Note that the donee’s exercise of a tax- 
exempt power by means of the creation of a 
second power of appointment over the prop- 
erty, will operate to deprive the original 
power of its tax-free status.” 


Release of Powers 


The Revenue Act of 1942 provides that 
powers of appointment that did not qualify 
as tax-exempt under its provisions could be 
released before January 1, 1943, without in- 
curring any gift or estate tax liability.” 
The period for such a tax-free release has 
been extended from time to time, the pres- 
ent extension expiring June 30, 1947.% 





144 Revenue Act of 1942, Section 403(a) amend- 
ing I. R. C. Section 811(f). 


15 Revenue Act of 1942, Section 403(d)(1). 
% Ibid., Section 403(a). 
17 Tbid., Section 403(d) (3). 


18 Revenue Act of 1942, Section 403(d)(3) and 
Section 452(c). 
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In general, all powers are releasable, ex- - 
cept special powers in trust. Whether or 
not a power is releasable, however, is a 
question of local law. Since the Revenue 
Act of 1942, twenty-three states have passed 
legislation specifically permitting such re- 
leases. 


A donee of a power of appointment who 
on October 21, 1942, was under disability 
(infancy, insanity, service in the armed 
forces until termination of the war, etc.) has 
until June 30, 1947, or the expiration of six 
months after termination of his disability, 
whichever is later, to effect a tax-free re- 
lease in respect to gift tax. If he should die 
prior thereto, the appointive property would 
not be included in his gross estate for estate 
tax purposes.” 


Where the testator wishes to give a power 
of appointment, the following clauses are 
suggested in the light of the changes made 
by the Revenue Act of 1942: 


(a) In the case of a life beneficiary of a 
trust: 


“Upon the death of (life beneficiary), the 
trustee shall administer and dispose of the 


trust fund as (life beneficiary) shall by his © 


last will appoint, and I hereby give to (life 
beneficiary) full power and authority so to dis- 
pose of the trust fund by his last will; provided, 
however, that the power of appointment 
hereby granted to him shall not be exer- 
cisable in his favor or in favor of his estate, 
his creditors or the creditors of his estate, 
but shall be exercisable by him only in favor 
of one or more of the following: his spouse, 
my spouse, his descendants, descendants of 
his spouse, my descendants other than (life 
beneficiary), or descendants of my spouse, 
spouses of any such descendants, or any 
corporation organized and ‘operated exclu- 
sively for religious, charitable, scientific, lit- 
erary or educational purposes, no part of the 
net earnings of which inures to the benefit 
of any private stockholder or individual and 
no substantial part of the activities of which 
is carrying on propaganda or otherwise at- 
tempting to influence legislation.” 


(b) In the case of a legal life estate: 


“Upon the death of (life tenant) I give, 
devise and bequeath (the property subject 
to life estate) to such persons and in such 
proportions as said (life tenant) shall by his 
last will and testament appoint. And I here- 
by give to (life tenant) full power and author- 
ity so to dispose of said property by his last 
will; provided, however, that the power of 





1% Regulations 105, Section 86.2(b)(3); Regula- 
tions 105, Section 81.24(b) (3). 
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appointment hereby granted to him shall not 
be exercised in his favor or-in favor of his 
estate, his creditors, or the creditors of his 
estate, but shall be exercisable by him only 
in favor of one or more of the following: his 
spouse, my spouse, his descendants, de- 
scendants of his spouse, my descendants 
other than (life tenant), or descendants of 
my spouse, spouses of any such descendants, 
or any corporation organized and operated 
exclusively for religious, charitable, scien- 
tific, literary or educational purposes, no 
part of the net earnings of which inures to 
the benefit of any private stockholder or in- 
dividual and no substantial part of the activi- 
ties of which is carrying on propaganda or 
otherwise attempting to influence legisla- 
tion.” 


In connection with powers of appointment 
outside the tax-exempt classes, the testator 
should be advised to give careful consider- 
ation to the incidence of the tax that may 
result from the inclusion of the property 
subject to the power in the donee’s gross 
estate. Is the residuary estate of the donee 
to bear the burden of the tax, or is the 
burden to be borne by the person who will 
receive the appointive property? If the will 
is silent on this matter, the apportionment 
statutes probably will apply. 


Invasion of Corpus 


3. Power to invade corpus. Under the Treas- 
ury Department Regulations, powers to invade 
corpus are treated as if they were powers of 
appointment.” Where the life tenant of a 
legal life estate is given the power to invade 
the corpus, the corpus may be included in 
his gross estate because the power to invade 
is exercisable in favor of the donee of the 
power and therefore does not qualify as a 
tax-exempt power. Where, however, the 
power is given not to the life tenant but to 
an individual as trustee, to be exercised in 
the trustee’s absolute discretion, the appoint- 
ive property ordinarily is not taxable in the 
estate of the donee of the power since it falls 
within the exception of the “restricted class.” 
The possibility of taxation is further re- 
moved, of course, if the donee of the power 
is a corporate trustee. It is preferable, 
therefore, where a testator desires that the 
object of his bounty have the benefit of the 
use of the principal for such purposes as 
education, maintenance, support, etc., that 
the testator’s will create a trust instead of a 
legal life estate. The following direction to 
the trustee is suggested: 





20 Regulations 105, Section 81.24. 











“Furthermore, if the income of the trust, 
together with such other income as (life 
beneficiary) may have, shall be insufficient 
in the judgment of the trustee for the (suit- 
able support, maintenance, and education) 
of (life beneficiary), I authorize and em- 
power the trustee to pay to (life beneficiary) 
or apply for his benefit so much of the prin- 
cipal thereof as shall from time to time in 
the absolute and uncontrolled discretion of 
the trustee be deemed necessary by (trustee) 
for such purposes.” 


Ceiling on Invasion 


If the testator insists on giving a legal life 
estate and on giving the legal life tenant 
power to invade the corpus, federal estate 
tax on the estate of the life tenant may be 
reduced by providing for a definite, non- 
cumulative annual ceiling on the permitted 
amount of principal invasion. 


Under such a provision, the present worth, 
on the date of the life tenant’s death, of the 
prospective invasions of principal during the 
balance of his life expectancy, would appear 
to be the maximum amount includible in his 
gross estate. Such was the decision of the 
Circuit Court of Appeals for the Second 
Circuit in respect of the life beneficiary of 
a trust in Bankers Trust Company v. Higgins, 
136 F. (2d) 477 (1943) [43-1 ustc J 10,045] ; 
reafirmed CCA-2, January 7, 1947 [47-1 
ustc J 10,533]. 


If this type of power is contemplated, the 
following clause (for example, in the resid- 
uary clause) is suggested: 


“All the rest, residue and remainder of my 
estate, both real and personal, of whatever 
kind and wherever situated, including therein 
all property with respect to which I may 
have any power of disposition and including 
all lapsed legacies and devises, I give, devise 
and bequeath to X for and during the term 
of his natural life, hereby expressly directing 
that he be not required to give any bond or 
other security for the protection of any re- 
mainder interests thereafter created in said 
property, and hereby authorizing and em- 
powering him, in his discretion, to use so 
much of the principal of my said residuary 
estate as he may deem necessary for (his 
education, support, and maintenance), such 
power of invasion to be limited, however, to 
a noncumulative maximum amount of $..... 
in any one calendar year. Upon the death of 
X, I give, devise and bequeath my said 
residuary estate, or so much thereof as shall 
then remain, etc.” 
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Charitable Remainder 


4. Charitable remainder. Another tax prob- 
lem in regard to powers of invasion that may 
confront a draftsman of a will, occurs, for 
example, where the testator wishes to be- 
queath to charities the remainder interests 
after a life estate which may be invaded by 
the trustee for the benefit of the life bene- 
ficiary. The federal estate tax law permits 
the deduction of the value of bequests to 
charities from the gross estate.“ The regu- 
lations provide that such a deduction will be 
allowed only if the charitable interest is 
“presently ascertainable,” and then, where 
there is a power of invasion, only to the ex- 
tent of the value of “that portion, if any, of 
the property or fund which is exempt from 
an exercise of such power.”™ Where a 
power of invasion of the principal for the 
benefit of the life beneficiary is concerned, 
the problem resolves itself into whether the 
value of the charitable remainder is pres- 
ently ascertainable on the basis of a definite 
standard of measurement. The terms of the 
will control in the light of circumstances as 
they existed at the time of the decedent’s 
and not as they occurred after his death.” 


In general, there are two classes of cases: 
(1) those where the language of the will 
allowing the invasion of principal limits such 
invasion in accordance with the same stand- 
ard of living as existed prior to the testator’s 
death; and (2) where an additional element 
of uncertainty is injected into the power of 
invasion, such as for the beneficiary’s “hap- 
piness” or “pleasure,” or as the beneficiary 
may desire. 


Standard of Living 


In the Ithaca Trust Company case, the will 
provided for the invasion of principal as to 
any amounts “that may be necessary to suit- 
ably maintain her [the beneficiary] im as 
much comfort as she now enjoys.” (Italics 
ours.) The Court held that the beneficiary’s 
customary mode of life was “a standard 
fixed in fact and capable of being stated in 
definite terms of money,” as it appeared that 
her income was more than sufficient to main- 
tain her accustomed standard of living, and 
that there was “no uncertainty appreciably 
greater than the general uncertainty that at- 
tends human affairs.” Therefore, the re- 
mainder to charities was held to be deductible 
from the decedent’s gross estate. 





27, R. C. Section 812(d). 
22 Regulations 105, Section 81.44. 
3 Ithaca Trust Company, supra. 


Element of Uncertainty 


On the other hand, where the will pro- 
vided that the power of invasion was for the 
beneficiary’s “comfort, support, maintenance 
and/or happiness,’ (italics ours) and that 
the trustee was to exercise its discretion 
“with liberality,” there was no definite stand- 
ard. The introduction of the elements of 
“happiness” and the exercise of discretion 
“with liberality,” created uncertainty too 
great to be overcome, even though the wid- 
ow’s income was more than ample to main- 
tain her in her accustomed mode of life.™ 


The following cases are illustrative of the 
attitude of the federal courts and the Tax 
Court, in the light of the Jthaca Trust Com- 
pany and the Merchants National Bank cases: 


Where invasion of the corpus was author- 
ized if the income should be insufficient to 
supply amply (italics ours) the needs of the 
beneficiary, deduction of the value of char- 
itable remainders was disallowed.” 


Where the power of invasion existed for 
“comfortable maintenance and support,” ™ 
“comfort and support,”™ “care, maintenance, 
and support,” * and “properly [to] provide 


for support and maintenance,” ” deductions 


were allowed. In the last four cases cited, 
the court imported into the language used 
such words as “according to the benefi- 
ciary’s station in life” or “according to her 
accustomed mode of life,” because under the 
applicable local state law the language used 
in the will had such definite meaning. To 
avoid the question raised in the Elmer case, 
which depended upon the application of the 
Eaton case, it would be safer to add the 
words “according to her accustomed mode 
of living’ or similar language, after the 
above-quoted words. 


In addition to the language of the will, 
the courts consider as an important element 
the remoteness of the possibility of invasion 
and weigh such facts as the sufficiency of 
the beneficiary’s other income, the benefi- 
ciary’s age, the beneficiary’s customary fru- 


% Merchants National Bank of Boston v. Com- 
missioner, 320 U. S. 256 (1943) [43-2 ustc {] 9630]. 

2 Est. of Joseph F. deCastro, 4 TCM 636 (1945) 
{CCH Dec. 14,628(M)]. 

2 Hartford-Connecticut Trust Company v. 
Eaton, 36 F. (2d) 710 (CCA-2, 1929). 

21 Est. of Edwin E. Jack, 6 TC 241 (1946) [CCH 
Dec, 14,989]. 

% Est. of Horace G. Wetherill, 4 TC 678 (1945) 
(CCH Dec. 14,349]. 

2» Est. of Lucius H. Elmer, Phoenix State Bank 


and Trust Company, Exr., 6 TC 944 (1946) [CCH 
Dec. 15,131]. 
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gality or extravagance, and any other facts 
material to the question.” 


In drafting a will clause along these lines, 
the draftsman should be especially careful 
in the choice of his language and should 
avoid any phraseology that may inject ele- 
ments of uncertainty which render the char- 
itable remainder taxable in the decedent’s 
estate. A careful study of the cases above 
referred to should indicate the proper choice 
of language, the draftsman having in mind 
the Tax Court’s statement, in the Elmer 
case, that “the decisions establish the prop- 
osition that deductibility of such [charitable] 
bequests depends upon both the language of 
the power and the likelihood of its exercise 
in view of the facts and circumstances of 
each case.” 


Testamentary Trusts 


5. Testamentary trusts—Income taxation. 
A careful draftsman will have in mind the 
estimated size of the estate to be disposed 
of by the will, the estimated amount of in- 
come to be derived therefrom, and the prob- 
able amount of income to the beneficiaries 
from other sources. Where trusts are created, 
it may be possible to minimize income taxa- 
tion by dividing the income of the trust 
between the trustee and beneficiary, with due 
regard to their income tax brackets. While 
the trust and the beneficiary are separate 
taxable entities, the trust is allowed to deduct 
the amount of income currently distributable 
to the beneficiary.” For estates during ad- 
ministration and trusts where the income is 
distributable in the discretion of the trustee, 
deduction is allowed for income “properly 
paid or credited to the legatee, heir or bene- 
ficiary.” * Such distributable or distributed 
income is taxed to the beneficiary. 


In determining the amount of income that 
the beneficiary is entitled to receive, the in- 
tention of the testator expressed in his will 
as to what items of expenses may be de- 
ducted from income, will control as far as 
federal income taxation is concerned.™® 

In the absence of any provision in the will, 
state law (statute or decisional) will govern 
what items are chargeable to principal and 
what items to income.* Thus, where per- 


%® Commissioner v. Wells Fargo Bank & Union 
Trust Company, 145 F, (2d) 130 (CCA-9, 1944) 
[44-2 ustc f 10,147]. 

%1T, R. C. Section 162(b). 

21, R. C. Section 162(c). 

33 Nellie 8. Alexander, 36 BTA 929 (1937) [CCH 
Dec. 9812]; Jack M. Franks, 32 BTA 260 (1935) 
[CCH Dec. 8910]. 

% Johnston v. HelWwering, 141 F. 


(2d) 208 
(CCA-2; 1944) [44-1 ustc f] 9215]. 
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mitted by the terms of the will or by state 
law, capital gains may be added to income, 
and capital losses, inheritance taxes, deple- 
tion, depreciation, and reserves for real estate 
taxes may be charged against income.” The 
test of taxability to the beneficiary is not the 
receipt of the income but the present right 
to receive it.” 

Consider, for example, whether capital 
losses shall be charged against the income 
of a trust or against the principal. Unless 
the will otherwise directs, such losses, un- 
der the laws of most states, are charged against 
the principal. If the beneficiary's income 
is in high tax brackets, it may be advanta- 
geous taxwise to provide that capital losses 
be charged against the income in order to 
reduce the amount distributable to the bene- 
ficiary. If such losses are chargeable against 
principal and all the net income is distrib- 
utable to the beneficiary, the beneficiary will 
not obtain any tax benefit because he is not 
allowed to deduct a loss chargeable against 
principal. Nor will the trust have any tax 
benefit—unless there are offsetting taxable 
gains—because it will have deducted in its 
income tax return the distributable income, 
leaving no income against which to charge 
the capital losses. If the will provides that 
such losses be charged against income, de- 
ductions therefor by the beneficiary are 
recognized.” Capital gains are similarly 
treated.™ 





3% Jack M. Franks, supra; Albert W. Russel, 
35 BTA 602 (1937) [CCH Dec. 9595]; Freuler v. 
Helvering, 291 U. S. 35 (1934) [4 ustc { 1213]; 
Mary Helen Cadwalader, 27 BTA 1078 (1933) 
[CCH Dec. 7990]. 


% Freuler v. Helvering, supra. 


Likewise, where inheritance taxes are di- 
rected to be paid out of estate income, the 
beneficiary is not taxed on the amount of 
these taxes because he has no present right 
to receive the income used to pay inheritance 
taxes.” 

Sometimes discretion is vested in the trus- 
tees to determine whether certain items of 
expenses, inheritance taxes and capital gains 
and losses are to be chargeable to income 
or principal. If the trustee exercises sound 
discretion in making such determination, his 
action will be recognized for income tax 
purposes. Thus, where the will provided 
that the trustees “may determine whether 
money or property coming into their pos- 
session shall be treated as principal or in- 
come and charge or apportion expenses and 
losses to principal or income as they may 
deem just and equitable and to bind the 
beneficiary and distributee by their judg- 
ment thereon,” and the trustees in the ex- 
ercise of such discretion allocated capital 
losses against income, the Tax Court held 
that such capital losses were proper deduc- 
tions from income in computing the amount 
of distributable income of the trust.” The 
income thus used to pay taxes or to reim- 
burse principal for capital losses is taxable 
to the trust. Lower income taxation results 
from splitting the income between the trust 
and the beneficiary. {The End] 


3 Nellie 8. Alexander, supra; cf. Irma L, Har- 
ris, 5 TC 493 (1945) [CCH Dec. 14,686]. 

% Lawrence Fox et al., Exrs., 31 BTA 1181 
(1935) [CCH Dec. 8872]; cf. Anna M. Chambers 
et al., Trustees, 33 BTA 1125 (1936) [CCH Dec. 
9231]. 

3% Albert W. Russel, supra. 

# Florence H. Thornton, 5 TC 1177 (1945) 
[CCH Dec. 14,871]. 
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TAX EXECUTIVES INSTITUTE ANNUAL BANQUET 


The Tax Executives Institute, Inc., will hold its Third Annual Banquet 
on Wednesday, May 14, at the Waldorf-Astoria Hotel. Joseph D. Nunan, 
Jr., Commissioner of Internal Revenue, will be the guest of honor. J. W. 
Winchell, Chief Counsel of the Bureau of Internal Revenue, will be the prin- 
cipal speaker. His topic will be “The Civil and Criminal Aspects of Fraud.” 

Other guests will be State Tax Commissioners; Deputy Commissioners 
of the states of Massachusetts, Connecticut, New Jersey, New York, Penn- 
sylvania and Michigan; and the Revenue Agents In Charge, Collectors and 


other officials of the federal and state tax departments. 
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The Sale of Unimproved or Subdivided Land 


By STEPHAN V. TROLL 


Mr. Troll, an Illinois certified public accountant, is associated with the New York 
tax department of Peat, Marwick, Mitchell and Company 


T HE PRESENT housing shortage creates 

4 an extraordinary demand for land. Peo- 

ple who purchased land during the speculative 

1920’s and could not dispose of it for many 

years are now in a position to sell. Further- 

more, the demand for land attracts new. 
investors and speculators. The tax practi- 

tioner must be prepared to advise old and 

new land investors on the tax consequences 

of their transactions. 

The basic issue is to determine whether 
or not, under the given circumstances, the 
land sold or to be sold is a capital asset. If 
it is a capital asset, gain or loss is subject 
to the limitations of Section 117 of the 
Internal Revenue Code; if it is not a capital 
asset, a gain is fully taxable and a loss fully 
deductible. Finally, if the land is consid- 
ered “as real. property used in the trade or 
business” and held for more than six 
months, gains and losses are treated as pro- 
vided in Section 117 (j) of the Code. 


The Code 


Under the definition of Section 117 (a), 
land is not a capital asset if it is: 


(a) Stock in trade of the taxpayer or 
other property includible in his inventory 
if on hand at the close of the taxable year; 

(b) Property held primarily for sale to 
customers in the ordinary course of his 
trade or business; or 

(c) Real property used in the trade or 
business of the taxpayer. 

For the limited scope of this article, the 
exclusions in (a) and (c) are disregarded 
because (a) applies to regular dealers in 
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land and (c) primarily to land on which a 
building is erected. (Section 151 (a) of the 
1942 Revenue Act.) 


The question—whether the sale of land to 
a person other than a dealer is an ordinary 
or a capital gain or loss—is answered in 
(a) above: If the land is held primarily for 
sale to customers in the ordinary course of 
the taxpayer’s trade or business, he realizes 
an ordinary gain or loss. Otherwise, he 
realizes a capital gain or loss. 


It should be noted that the words “in the 
ordinary course of his trade or business” 
were added by the 1934 Revenue Act with 
the obvious intention to narrow the deduc- 
tion for ordinary losses. (Helvering v. 
Hammel, 311 U. S. 504 [41-1 uste J 9169].) 


The Bureau 


Regulations 111 (Section 29.117-1) add 
little to the Code. They state simply that 
“gain or loss upon the sale or exchange of 
land held by a taxpayer for sale to cus- 
tomers in the ordinary course of his busi- 
ness, as in the case of a dealer in real estate, 
is not subject to the limitations of Section 
117 (b), (c), and (d).” The apparent pur- 
pose of this laconic statement is to enable 
the Commissioner to claim an ordinary gain 
or a capital loss, 


However, two General Counsel’s Memo- 
randa, based on early court decisions, 
exempt typical subdivision projects from 
the capital gain and loss provisions. (G. C. 
M. 6630, VIII-2 CB 179 and G. C. M. 8787, 
IX-2 CB 189.) They consider the develop- 
ing of real estate and the marketing of the 
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property by subdivision and sale by lots as 
a business in itself, more or less independent 
from the taxpayer’s other occupation. 


The Courts 


While the Bureau states that a sub- 
division project requires the taxpayer’s 
consistent effort and attention over a con- 
siderable period of time, the courts fre- 
quently have accepted smaller activities as 
sufficient. But excerpts from the following 
significant decisions show that one of the 
most important tests is the taxpayer’s effort 
in marketing and selling the property. 


Not Capital Assets 


R. J. Richards v. Commissioner, 81 F. (2d) 
369 (CCA-9) [36-1 ustc $9092]: Land 
originally used for’ farming became too val- 
uable for that purpose. It was subdivided 
and improved and, after advertisement, sold 
through agents over a period of about three 
years. The taxpayer was in the business of 
producing and marketing vegetables. The 
court, under the 1927-1928 Act, considered 
the lots as “property held primarily for sale 
in the course of taxpayer’s trade or busi- 
ness.” (Note that the 1927-1928 Act did not 
contain the words “to customers” and 
“ordinary.”) 


Orrin E. Boyle, BTA memo. op. [CCH 
Dec. 12,412-D]: The taxpayer was held to 
be engaged in real estate business in spite 
of the fact that no transactions were made 
from 1929 to 1938. The taxpayer purchased 
a tract of land to complete a subdivision. 


Robert Swanston, 1 TCM 957 [CCH Dec. 
13,149(M)]: A homestead was subdivided 
and sold. 


W. D. Haden, 2 TCM 1029 [CCH Dec. 
13,608(M)]: This case involved frequent 
and continuing sales of lots and parcels ac- 
quired from profits which the taxpayer 
made in another business (road contract- 
ing). 

Alexander Weil, 3 TCM 528 [CCH Dec. 
13,973(M)]: The court held that the sub- 
divided lots were “held for sale”; the non- 
subdivided lots were capital assets. 


J. O. Chapman, 3 TCM 604 [CCH Dec. 
14,005(M)]: The taxpayers (farmers) ac- 
quired land to dedicate it to the state. The 
court held that in spite of the original pur- 
pose, subsequent sales of subdivided land 
resulted in ordinary gains and losses. How- 
ever, lots which were sold unsubdivided 
were held to be capital assets. 


John E. Sadler, 3 TCM 1285 [CCH Dec. 
14,276(M)]: The taxpayer was in the gaso- 
line and oil business. He subdivided and 
sold lots, liquidating his business. 


C. W. Oliver v. Commissioner, 138 F. (2d) 
910 (CCA-4) [43-2 ustc J 9641]: The tax- 
payer operated a dairy, farmed part of the 
land, but reported no income from it; he 
subdivided most of the land and erected 
some houses for rental purposes. It was 
held that the taxpayer had two occupations, 
namely, farming and selling lots. The court 
stressed the fact that he showed “real es- 
tate” as his occupation on the return. 


Jacob S. Gruver v. Commissioner, 142 F. 
(2d) 363 (CCA-4) [44-1 ustc 7 9293]: The 
taxpayer, who was engaged in real estate, 
acquired ninety-two acres of unimproved 
land in 1932, subdivided about a third and 
sold lots at a profit in 1939 and 1940. Ac- 
cording to the court, the property was held 
primarily for sale to customers in the ordi- 
nary course of business. The fact that the 
taxpayer was in the real estate business was 
held not to be determinative of the question, 
since the activities of an investor may con- 
stitute a business. The taxpayer’s intent 
to attract customers may properly be in- 
ferred. The purchase of land and the sub- 
division'of it into lots to suit the needs of 
individual purchasers, gave evidence of this 
purpose. The court distinguished the case 
from that of a stock investor by saying that 
a stock investor does not hold property for 
sale to customers. 


Henry F. Payer, 5 TCM — [CCH 
15,455(M)]: In 1929 the taxpayer, an attor- 
ney, acquired an interest in certain realty 
in conjunction with a real estate operator 
for the purpose of subdividing the land and 
selling it in lots. The court held that the 
fact that the taxpayer did not personally 
attend to the details of the allotment did not 
change the land to a capital asset. The lack 
of a market for the property after 1930 was 
no evidence of an abandonment of the proj- 
ect, since the business depression was obvi- 
ously beyond the taxpayer’s control. 


Capital Assets 


Willard Pope & Francis C. McMath v. 
Commissioner, 77 F. (2d) 599 (CCA-6) [35-2 
ustc 9379]: Purchase of land was to be 
treated as an investment, where members 
of an association purchased lots and a cor- 
poration of which there were stockholders, 
directors and officers, subdivided the real 
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estate, which was finally sold through a 
broker. 


Thompson Lumber Company, 43 BTA 726 
{CCH Dec. 11,677]: A lumber dealer was 
required occasionally to take over real es- 
tate to prevent or minimize a loss upon an 
account for lumber or material. The court 
held that the real estate business was inci- 
dental to the lumber business, and that the 


taxpayer never purchased real estate to sell 
it for a profit. 


The Thompson case was applied in Scars- 
dale Supply Company v. U. S., DC N. Y. 
{42-1 ustc | 9290]; Lampert Lumber Com- 
pany, BTA memo. op. [CCH Dec. 11,699-A]; 
Thompson Yards Company, Inc., 1 TCM 822 
{CCH Dec. 13,082(M)]; and several other 
decisions. 


Wineman Realty Company, 1 TCM 791 
{CCH Dec. 13,074(M)]: A real estate oper- 
ator, whose principal source of income was 
rents, sold some subdivided lots. The lots 
were capital assets, since “sales should 
happen with sufficient frequency and con- 
tinuity to constitute the ordinary course of 
business, rather than as isolated or casual 
occurrences.” 


Harriss v. Commissioner, 143 F, (2d) 279 


(CCA-2) [44-2 ustc J 9363]: A partner in 
a cotton business purchased many improved 
and unimproved real estate lots. Since the 
average holding period was fourteen years, 
the court held there was not enough activity 
to constitute an ordinary business. 


The result was the same in J. T. G. Craw- 
ford v. Fahe, 65 F. Supp. 13 (DC Fla.) [46-1 
ustc § 9147], where a lawyer sold subdi- 
vided lots, acquired in the 1926-1927 boom. 


Frieda E. J. and Elmer A. Farley, 7 TC 
198 [CCH 15,231]: The taxpayer was in 
the nursery business. Lots originally used 
for that purpose were sold, but there were 
no active efforts to sell and no advertising. 
No agents were hired, no signs were erected 
and the property was not listed. The court 
denied a sufficient business effort: “Peti- 
tioner might have eliminated the frequency 
and continuity of the sales by selling the 
entire tract in one piece.” It concluded that 
the transaction constituted a “gradual and 
passive liquidation of an asset.” 


Est. of Alice G. K. Kleberg, 5 TCM — 
{CCH Dec. 15,433(M)]: A widow sold 
parcels of realty inherited from her husband 
(a lumber dealer) through a non-licensed 
agent. “All she did was signing [sic] the 
deeds and paying taxes.” 
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Conclusions 


It appears from the two groups of signifi- 
cant decisions that no hard and fast rule 
can be laid down to determine whether a 
land sale results in an ordinary or a capital 
gain or loss. It is primarily a question of 
fact. Even on the basis of all the facts, it 
may be difficult to answer, since the courts 
sometimes arrived at different results where 
the facts were almost identical. (Compare, 
for instance, Crawford v. Fahs, supra, and 
the recent Harry F. Payer case, supra.) 


The decisions do suggest, however, cer- 
tain trends and principles, which may be 
summarized as follows: 


1. Unimproved and unsubdivided real es- 
tate, in the hands of a person other than a 
dealer, constitutes a capital asset. Where 
subdivided and unsubdivided lots are sold 
in one transaction, gain or loss on the un- 
subdivided lots is subject to the limitations 
of Section 117, I. R. C., whereas gain or 
loss from the subdivided lots may be ordi- 
nary gain or loss, depending on the sur- 
rounding circumstances. 


2. It has already been pointed out how 
much weight is given to the taxpayer’s 
activities. The following acts seem to sup- 


port a sale in the ordinary course of busi- 
ness: 


With regard to the subdivision project: 
entering personally or through an author- 
ized agent in subdivision contracts; hiring 
workers and employees; regularly super- 
vising the project; signing checks for mate- 
rial and wages. 

With regard to the sale: placing signs 
on the ground; advertising; engaging li- 
censed agents. 


3. The factor of time is important: a 
subdivision project developed over several 
years, or frequent sales arising from various 
projects of this kind, support strongly the 
business character of a transaction. But 
those factors are not always necessary to re- 
move a transaction from the “investment” 
category. In Orrin E. Boyle, supra, and, 
more recently, in Harry F. Payer, supra, a 
single transaction was held to result in ordi- 
nary gain or loss, in spite of the fact that 
between purchase and sale of the land 
several years had elapsed. In the Payer case 
(decided October 8, 1946) the Tax Court 
excused a ten-year interval between pur- 
chase and sale: “The depressed business 
conditions of the decade beginning in 1930 
are of too recent memory to warrant our 
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closing our eyes to the realities of the sit- 
uation. To desire to sell real estate is one 
thing, but to find a buyer willing and able 
to pay a fair price is a difficult if not well- 
nigh impossible task in times of acute busi- 
ness depression.” And in the Farley case, 
supra, the same court saw in the frequency 
of sales a sign of -passivity rather than 
activity on the part of the taxpayer. (See 
the above quotation from the Farley case.) 


4. A sale may occur in the ordinary 
course of a taxpayer’s business in spite of 
the fact that his main occupation is unre- 
lated to real estate. Here it may be advis- 
able to show “real estate” as the second 
occupation on the return of a taxpayer who 
holds subdivided land for sale. (C. W. 
Oliver case.) 


5. The purpose for which the land was 
acquired is, of course, of major importance. 








An outright and unchanged intent to sell 
after subdividing is indicative of a transac- 
tion in the course of business. But even 
where no original purpose of sale existed, 
a subdivision subsequent to the purchase 
may add evidence of such purpose. Where, 
however, the acquisition is incidental to a 
different business of the same taxpayer (as 
in the situation of a lumber dealer who 
occasionally had to take land, in order to 
reduce losses from sales of lumber), the 
transaction is considered the sale of an in- 
vestment and not a sale in the ordinary 
course of business. The result is that the 
capital gain and loss provisions apply to 
incidental land transactions of that kind. 
(See, supra, Thompson Lumber Company; 


Scarsdale Supply Company; Lampert Lumber 


Company; Thompson Yards, Inc.) 


[The End} 


artigo a aera ae 


1947 LEGISLATION 
HE STATES of Colorado, Indiana, New Mexico, New York and North 
Dakota have enacted additional laws pertaining to gift and death taxes. 


Colorado has amended her gift tax law by enacting Senate Bill 232, 
which provides for the reciprocal exemption of gifts to out-of-state charitable 


institutions. 


Indiana laws, Chapters 13 and 311, amended Sections 14 and 3, the one 






pertaining to the report of the County Treasurer and the other extending 
exemptions allowed to persons, organizations, associations, and corporations 
organized under the laws of other states, provided those states have recip- 
rocal exemption statutes. 


New Mexico Senate Bill 189 clarifies the procedure for enforcement 
of the succession tax lien, and adds a ten-year statute of limitations. 


New York Chapter 219 permits a receipt in full for the payment of tax, 
without the addition of interest, where the tax, through inadvertence, is 
tendered to the Tax Commission instead of the County Treasurer, provided 
the payment is made to the proper County Treasurer within thirty days. 
Chapter 253 extends the effective date of Chapter 858, Laws of 1946, to May 1, 
1948. Chapter 858, Laws of 1946, provides for the taxing of powers of 
appointment possessed by a decedent at the time of his death or released 
in contemplation of, or to take effect at, death. 


The North Dakota law, Senate Bill 120, includes life insurance in excess 
of $25,000 in decedent’s gross estate, whether payable to his estate, the 
widow, heirs, individuals or trusts, and repeals Section 57-3710, which 
exempts the first $25,000 in life insurance from taxation. 
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Integration of the Tax Court 


into the Federal Judicial System 


By 
KALMAN A. 


Deegan the last few months the tempo 
of criticism of the Tax Court has in- 
creased. This criticism has two separate 
and distinct foundations: first, the anomalous 
position occupied by a court whose decisions 
receive the weight and finality of adminis- 
trative boards; and second, the personnel of 
the court itself. No one questions that the 
history of the Board of Tax Appeals, now 
the Tax Court, shows a great improvement; 
but the court’s anomalous position has be- 
come more striking as the years have 
passed. No one seriously has recommended 
the abolition of the court; but suggested 
modifications have run the gamut from 
changing the personnel (American Bar As- 
sociation) to creating a Tax Court of Ap- 
peals as a final appellate tribunal in tax 
matters, and thus completely separating this 
branch of tax litigation from the federal 
judicial system. 

Basic to the whole problem is the United 
States Supreme Court decision in Dobson v. 
Commissioner, 320 U. S. 489 [44-1 ustc 
{ 9108], wherein the Supreme Court finally 
“threw in the sponge” in tax matters and 
gave the same finality to Tax Court deci- 
sions which it previously had given to de- 
cisions of purely administrative bodies. 
This decision reached its probable outer lim- 
its in the Second Circuit Court of Appeals 
decision in Brooklyn National Corporation v. 
Commissioner, 157 F. (2d) 450 [46-2 ustc 
{ 9309], wherein Learned Hand, for the ma- 
jority, said: 


GOLDRING 


“That finality depends, as we understand, 
upon the added competency which inevitably 
follows from concentration in a special field. 
Why, if that be so, we—or indeed even the 
Supreme Court itselfi—should be competent 
to fix the measure of the Tax Court’s com- 
petence, and why we should ever declare 
that it is wrong, is indeed an interesting 


‘ inquiry.” 


Augustus Hand, dissenting, stated: 


“I am not satisfied that the dice are so 
heavily loaded against any decision which 
differs from the Tax Court that our juris- 
diction is rendered almost futile, nor do I 
believe that the opinions of the Supreme 
Court call for complete abdication on our 
part.” 


The Circuit Court sustained a Tax Court 
reversal of a rule of law previously enun- 
ciated by the same Circuit Court, which 
that court admittedly would have followed 
if the case had come before it on appeal from 
the District Court instead of the Tax Court. 


Contributing to the general melee are 
these factors: (1) The Tax Court is not an 
administrative tribunal because it is not 
charged with the administration of any 
statute similar to those administered by the 
Interstate Commerce Commission, the Na- 
tional Labor Relations Board and other real 
administrative boards operating in fields in- 
volving peculiar, special, highly technical 
knowledge. (2) Tax law is simultaneously 
both a field of special knowledge and a field 
of general knowledge. 


Mr. Goldring is an attorney and member of the 


Integration of the Tax Court 


firm of Sherman and Goldring of New York City 




































































Historical Background 


In Taxes—The Tax Magazine, June, 1945, 
Mr. Hugh C., Bickford wrote an illuminating 
short history entitled “The Trial of the Tax 
Court,” pointing out that the Board of Tax 
Appeals originally was created as a com- 
promise within the statutory framework pro- 
vided for the collection of taxes in order to 
give the taxpayer opportunity for an impar- 
tial review of Treasury Department actions 
before he parted with his money. As a mean 
between the Department’s desire for a “star 
chamber” reviewing authority and the mani- 
fest unfairness of requiring a taxpayer first 
to pay and then to sue for a refund where 
the assessment was illegal or unjust, the 
Board was a workable compromise. What 
is a workable compromise in one generation, 
however, too often becomes a historical 
anomaly in another. So it has been with the 
Tax Court. 


The Tax Court is the Board of Tax Ap- 
peals by a change of name without change 
of power or function. It has never been 
charged with the administration of the tax 
law any more than the United States Dis- 
trict Courts have been charged with the ad- 
ministration of the Labor Relations Act. 


The Treasury Department is the admin- 
istrative agency to which the Tax Court 
bears the same relationship as the United 
States District Courts bear to the Interstate 
Commerce Commission and the National 
Labor Relations Board, as merely an im- 
partial reviewing agency. While Tax 
Court’s impartiality often has been ques- 
tioned, I still believe that the court is im- 
partial and the greatest fault lies with the 
fractitioners, not with the judges. (See “The 
‘Final Adjudicator of Tax Law,” by Kalman 
A, Goldring, Taxes—The Tax Magazine, Oc- 
tober, 1945). 


Present Composition and Function 


The Tax Court is the largest unified court 
in the United States, being a single court 
with sixteen judges, all of whom reside in 
Washington, D. C. The judges, individ- 
ually, ride circuit throughout the country 
during the year to hold hearings, For this 
purpose each judge constitutes a division of 
the court. It is not unusual for two differ- 
ent divisions to make opposite decisions on 
practically identical cases. 


The judges are appointed for twelve-year 
terms at an annual salary of $15,000 per 
year, without retirement, old-age pension or 
other tenure privileges. Opinions are ren- 


dered primarily by the judge who hears the 
case in the first instance, subject to review 


by the whole court. Each case is decided 
on the record made, and the court has no 
other information. The court exercises no 
regulatory, investigatory, administrative, or 
policy-forming powers. (See “Report on the 
Tax Court of the United States,” by J. Ed- 
gar Murdock, Taxes—The Tax Magazine, 
September, 1945.) 


The three most recent appointments to 
the Tax Court were a general legal practi- 
tioner who had been a United States Dis- 
trict Attorney and representative in Con- 
gress; a former general legal practitioner 
who had been a representative in twelve 
Congresses preceding his appointment; and 
a general legal practitioner, who formerly 
had been a local assistant state attorney 
general and state legislator. Do these seem 
to be specialists in a branch of the law whose 
decisions should not be subject to review by 
either the Circuit Courts or the Supreme 
Court? Would a specialist give up a lucra- 
tive private practice with all of its difficulties 
for a position on this court to which attaches 
no tenure rights, a modest salary and the 
necessity for constant travel? 


Contributory Fault 
of Legal Profession 


Prior to 1930 the legal profession gave 
little though to tax law or to tax incidents 
arising in the practice of the common law. 
“Death and taxes” were inevitables; the one 
was left to the doctors to delay and the 
other to the accountants to compute. Taxa- 
tion was a “matter of figures” having noth- 
ing at all to do with law. This remains too 
true generally except in some of the large 
metropolitan centers; but the hard cases 
which have been making hard law, as in 
partnerships and trusts, have not come par- 
ticularly from the metropolises of the na- 
tion. 


This attitude resulted in the surrender 
of tax practice to accountants with legal 
degrees whose student foundation in the 
general common law rapidly deteriorated 
the longer they were away from law school. 
Thus has been born a peculiar concept that 
“tax law” is something apart and away from 
the “common law.” (See “A Definition of 
Power of Appointment,” by Edward T. 
Roehner, TAxes—The Tax Magazine, May, 
1946.) Some tax practitioners have even 
boasted that the profession has been de- 
veloping a “jargon” all its own. 
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Since 1930, with the advent of more tax- 
payers and higher taxes, more and more gen- 
eral practitioners of law have been running 
against the “tax angle”—usually disastrously, 
because they started out self-convinced that. 
this “tax law” is a different kind of law to 
be read and interpreted differently from the 
“common law.” 


They have refused to treat a tax problem 
as they would any other legal problem and 
the Internal Revenue Code as any other 
statutory codification, such as the Motor Ve- 
hicle Act, Instead of using a “tax service” 
as an adjunct to the annotated code and the 
Federal Digest or other law digest, they 
use itas a “Bible.” The peculiar anomalous 
position of the Tax Court has aided in this 
misconception with the result that practi- 
tioners present a case to the Tax Court dif- 
ferently from the way they would to a state 
court judge. Consequently, they lose cases 
before the Tax Court unnecessarily on evi- 
dentiary presumptions and failures of proof 
that would rarely happen in a state court. 
This ineptitude and apathy on the part of 
the general bar has aided the specialized bar 
and the accountants to force a seemingly 


wider and wider gap between tax law and 
general law. 


Everyone—bench, bar and _ practitioners— 
has overlooked the fact that both the con- 
gressmen who make the law and the appel- 
late courts who review its application have 
been trained in the common law and are not 
tax specialists. The only real specialist is 
the administrative agency, the Treasury De- 
partment; and its speciality emphasizes 


revenue needs to the derogation of legal 
reasoning. 


Proposed Remedy 


Fundamentally, any real remedy must 
perform three functions: (1) close the gap 
between “tax” law and “general” law; (2) 
close the gap between the tax “judicial” sys- 
tem and the general federal judicial system; 
(3) make appointment to the tax judicial 
system more desirable. 


The present system unjustly places the 
judicial premium on liquid wealth. The tax- 
payer who can pay an assessment promptly 
is permitted to choose his tribunal (Tax 
Court or United States District Court) and 
thus limit or extend judicial appellate re- 
view (Dobson v. Commissioner, supra), while 
the taxpayer upon whom a questionable de- 
ficiency works the greatest hardship because 
of his lack of means is relegated to the Tax 
Court unless he suffers severe deprivation. 


Integration of the Tax Court 


Closing the ‘‘Gap” 


To close the unrealistic gap between 
“tax” law and “general” law, which itself 
is largely fictitious, I propose a statute 
making the definitions of terms used in the 
Internal Revenue Code the same as the defi- 
nitions of those terms by the American Law 
Institute in its Restatements of the Law as 
they existed on October 1, 1946 (or any 
other appropriate date). 


Integration of Judicial Systems 


In order to integrate the tax judicial system 
and the federal judicial system, I propose 
the complete decentralization of the Tax 
Court into districts, the removal of tax 
litigation entirely from the District Courts, 
and a special tax division in the Circuit 
Courts of Appeals. 


In my opinion, such tax court districts 
(1) must not have borders identical with 
state lines and (2) must be so laid out that 
the tax district judge must “ride circuit.” 
Thus, one district could include all of the 
territory from Monmouth, New Jersey, to 
‘the Canadian border and from Scranton, 
Pennsylvania, and Syracuse, New York, to 
the Atlantic Ocean. This plan has a two- 
fold purpose. Districts crossing state lines 
will reduce to a minimum the effect of the 
peculiar legal thinking of any one state, a 
benefit of the present Tax Court structure 
which should not be lost and a definite 
drawback to the present United States Dis- 
trict Courts. The requirement that the tax 
district judges ride circuit, will reduce the 
effect of the economic thought in any one 
city on the court. Thus, the model district 
described embraces the international eco- 
nomic thought of New York and Boston 
and the national economic thought of cities 
like Newark, New Jersey; Albany, New 
York; Burlington, Vermont; Bangor, Maine; 
and Springfield, Massachusetts, The yeasty 
thought of metropolitan wealth is leavened 
with the conservatism of the grower and 
toiler. 


The tax district judges should have the 
old-age, pension and tenure rights of the 
present United States District Court judges. 
The Tax Court judges, however, should be 
compensated for the increased territory 
which they must service. The judge could 
live any place in the district. These rights 
should make an appointment to the tax dis- 
trict judgeship more desirable and a position 
of greater prestige. To allow a greater 
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cross movement of judicial thought, it would 
be advantageous not to require that judges 
reside in their districts prior to appointment. 
Thus, a Californian could be appointed to 
the described district, bringing to the East 
the legal thought of the far West. 



























Appellate Court Tax Division 





In addition there should be a tax division 
in the present Circuit Court of Appeals to 
review decisions appealed from the tax dis- 
trict courts. These tax divisions should con- 
sist of two members of the Circuit Court of 
Appeals and three tax appeal judges. The 
tax appeal judges are proposed as a group 
of judges living in Washington and confer- 
ring as a group, thus retaining the broad 
national approach of the present Tax Court, 
and sitting in rotation as a tax division with 
each of the Circuit Courts of Appeals. This 
procedure would aid in maintaining a more 
unified Circuit Court approach to tax ques- 
tions across the nation and at the same time 
bring to tax cases the ability, experience 
and judgment of judges who are immersed 
daily in general law problems. 


Review by the United States Supreme 
Court should be the same as in any other 
case from the Circuit Courts. I feel, how- 
ever, that the number of cases in which re- 
view will be sought and the number in 
which review will be granted, will be re- 
duced to a more appropriate ratio to the non- 
tax cases. 





























































































































In regard to payment of tax, assessment, 
etc., the rules applicable to the present Tax 
Court should apply to the tax district courts 
and the rules applicable to the present Cir- 
cuit Courts should apply to the tax divisions 
thereof. This system will give the poor 
taxpayer and the rich taxpayer the same 
quality of review at the same price. It will 
do away with the different results, both on 
trial and in review, presently existing be- 
tween trial and appeal from the Tax Court 
and from the United States District Court. 


One procedural change I would suggest. 
All briefs on appeal should be submitted to 
the court and also read by the judges before 
the argument of the case; an attempt then 
can be made to render decisions from the 
bench, In any event, the result will permit 
a more thorough discussion of the case, be- 
fore decision, between judge and counsel 
with a more adequate interchange of ideas 
and approaches. I believe that this change 
will minimize the dissatisfaction of counsel 
























































































































in decisions rendered against them and sub- 
stantially reduce the number of appeals. 


Other curative possibilities, some of which 
already have been proposed and some of 
which propose themselves in the course of 
this paper, require short comment. 


Court of Tax Appeals 


There has been some talk of a Tax Court 
of Appeals to form a final appellate tribunal 
superior to the existing Tax Court. The 
1946 Report of New York State Bar As- 
sociation (pages 201 et seq.) contains an 
interesting committee report in opposition, 
from which I quote: 


“The proposal suggests that the Court of 
Tax Appeals be composed of ‘specialists’. 
Your committee feels that the present sys- 
tem of having tax cases reviewed by judges 
of wider experience who have knowledge 
of local law and its interpretation offers ad- 
vantages which should not be thrown aside 
without more compelling reasons than sup- 
posed delays in a relatively small propor- 
tion of the tax cases.” 


Actually the proposed Court of Tax Ap- 
peals would result merely in a means where- 
by taxpayers will be able to have a review 
similar to the present “review by the court” 
instead of a decision by only one judge di- 
vision thereof. This would separate the tax 
judicial system almost completely from the 
general federal judicial system and give a 
greater bonus to the possession of sufficient 
wealth to allow a choice of tribunals. More- 
over, there would be a further separation of 
the tax practitioner from the general practi- 
tioner and a further increase in concepts 
wholly alien both to common law and or- 
dinary reason. We would have greater taxa- 
tion of non-monetary benefits as income to 
persons who do not receive the monetary 
returns. (See “The Taxation of Economic 
Control,” by Kalman A. Goldring, TAxes— 
The Tax Magazine, August, 1946.) Under 
such a judicial system, the “Cliffordizing” of 
Section 22 (a), I. R. C., could and probably 
would be carried into other sections of the 


Code. 


Thus, the complete segregation of the tax 
judicial system will, inevitably, (1) segre- 
gate the wealthy from the average taxpayers 
in their choice of a judicial forum; (2) seg- 
regate further the tax “specialist” from the 
general practitioner; and (3) add to the 
development of peculiar concepts applica- 
ble only in taxation and not in the general 
law of the land. 
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Changed District Court Jurisdiction 


An inevitable consequence of reading this 
article to this point is that the present 
United States District Court jurisdiction 
could be broadened to permit the taxpayer 
to seek review in that court before the pay- 
ment of the tax. Such a plan would result 
in (1) increased emphasis on common law 
concepts overlooking the economic and 
political necessities of revenue concepts, 
(one unhappy effect of some very early tax 
decisions); (2) overemphasis on state law, 
in lieu of general common law, because of 
the present state-line boundaries of the Dis- 
trict Courts; and (3) overemphasis on the 
economic thought peculiar to different sec- 
tion of this country making for sectionalism 
instead of nationalism in tax law. 


Conclusion 


Some system for the integration of the 
tax judicial system with the general judi- 
cial system is preferable to the continued or 
increased separation of those systems, in 
the interest of justice, national economics 
and the equal application of the law. 


ADDENDA 


There has been introduced in the House 
of Representatives a bill (H. R. 2055) to 
recodify the United States Judicial Code 
(Title 28 U. S. C.). One of the salient 
features of this bill is the inclusion of the 
Tax Court as one of the courts therein 
provided. 

It should be noted that not one of the 
United States court districts established 
by the bill crosses any state line. This is 
no change from the former system and 
maintains the federal District Courts as an 
additional state forum. 


The proposed bill makes the following 
changes in the Tax Court: (1) Nine judges 
shall constitute a quorum. (2) Circuit Court 


review can also be had in any circuit 
agreeable to both the taxpayer and the Com- 
missioner, 


The composition, rule-making authority, 
jurisdiction and procedure before the Tax 
Court are not changed from the present 
provisions of the Internal Revenue Code. 


It is obvious that the proposed legislation 
fails to make any material change in the 
existing law regarding the judicial review 
of internal revenue contests. 


The proponents of this bill and the Com- 
mittee on Judiciary have a golden oppor- 
tunity to correct the present inequities, and 
their considerate attention is respectfully 
called to the following potentialities: 


1. Deprive the District Courts of juris- 
diction in civil actions involving internal 
revenue. 


2. Create District Tax Courts, one for 


each two districts established for District 
Courts. 


3. Give the proposed Tax Courts exclu- 
sive jurisdiction of civil actions involving 
internal revenue whether they arise by peti- 


‘tion to review an assessment, by personal 


action against the Collector or by action 
against the United States. 


4. Provide the Circuit Courts with the same 
jurisdiction to review judgments of the Dis- 
trict Tax Courts as the Circuit Court juris- 


diction to review judgments of the District 
Court. 


Provisions covering these points can be 
readily worked into the framework of the 
pending legislation. While these provisions 
will not bring about all of the results sought 
in the main article, they will mark a great 
step towards both an increased uniform 
application of the law and an equal economic 
opportunity for all taxpayers to obtain 
identical judicial review. 


[The End] 


eer 


EXCISE TAX ON FURS 


Under Code Section 2401, as amended by the “Excise Tax Act of 1947,” the 
retailers’ tax on furs applies to the sale of articles of which fur is a component 
material only if the value of the fur component is more than three times that 
of the next most valuable component. In this connection, the Bureau announces | 
that it will recognize as presumptive evidence of the nontaxable status of a fur- 
trimmed garment or other fur article, a written statement furnished by the 
manufacturer to the retailer showing that the value of the fur was not more 
than three times that of the next most valuable component. 
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Mr. Halperin is a member of the New York bar. This article is based on an address 
delivered by the author before a recent meeting of the Union League Tax Group 





A PROBLEM frequently encountered in 
the incorporation of an existing unincor- 
porated business is the determination of 
the proportion of the transferor’s net equity 
which should be represented by capital stock 
and by financing made to the new cor- 
poration. 

To the extent that the equity is repre- 
sented by equity capital investment, it cannot 
be retrieved, tax free, during the corpora- 
tion’s existence, except by sale (which might 
result in the transferor’s loss of control) * 
or upon redemption at a time when the cor- 
poration has no accumulated earnings or 
profits.” Upon liquidation, it cannot be re- 
trieved unless and until all claims have been 
paid. In short, a capital stock investment 
freezes the transferor’s net worth so in- 
vested, as long as he wishes to remain in 
control of the corporation. 





1Of course, if it is represented by nonvoting 
preferred stock as well as common stock, sale 
of the preferred stock would not result in loss 
of control. Since this article deals with the 
incorporation of a one-man business, the sal- 
ability of the preferred stock alone would not 
be very substantial. Furthermore, a sale would 
result in gain or loss to the extent that the 
selling price exceeded or was less than the 
taxpayer’s allocated cost of the preferred stock. 
The point is, he would recover such allocated 
cost. 

* This is a rather broad statement; but as 
a practical matter, where there is but one 
stockholder, whether there is only common out- 
standing or common and preferred, a redemp- 
tion will very likely be treated as a taxable 
dividend to the extent post-February 28, 1913, 
earnings and profits could have been employed 
to pay the redemption price. Cf. Section 115 (g), 
I. R. C., and Section 29.115-9 of Regulations 111. 


Issuance of Obligations 


upon Incorporation 


By J. STANLEY HALPERIN 














On the other hand, to the extent that the 
equity is represented by advances or other 
financing to the new corporation, it can be 
retrieved, tax free, during the corporation’s 
existence, by repayment made by the cor- 
poration. Such repayment has no effect 
upon retention of control. Upon liquida- 
tion, it can be retrieved to the same extent 
that all other claims of its class are paid. 


Thus, it is apparent—if we assume no 
other factors, such as credit requirements, 
which might affect the determination of the 
amount of equity capital the new corpora- 
tion is to have—that greater protection is 
obtainable for the transferor’s equity by 
its investment in the form of “borrowed 
capital” than by investment in the form of 
“equity capital.” Moreover, once the new 
corporation has accumulated sufficient earn- 
ings and profits to carry on without this 
“borrowed capital,” * the transferor can draw 


See also Fostoria Glass Company v. Yoke, 45 
F. Supp. 962 [42-2 ustc { 9616]; Annie Watts 
Hill, 27 BTA 73 [CCH Dec. 7814], affirmed 66 
F. (2d) 45 [3 ustc § 1127]; Flanagan v. Helver- 
ing, 116 F. (2d) 937 [40-2 ustc | 9710]. It does 
not necessarily follow that such treatment ‘can- 
not be overcome by a showing of sound busi- 
ness reasons—cf. Commissioner v. Quackenbos, 
7g F. (2d) 156 [35-2 ustc J 9442]—but the likeli- 
hood is that litigation usually will be necessary 
to establish such showing. If the corporation 
has no accumulated earnings or profits, any 
payments made on redemption would be from 
capital and the distribution would not be tax- 
able as a dividend. Sections 115 (a) and 115 (4d), 
i. eG 

3It is presumed that the so-called ‘‘borrowed 
capital’’ cannot be held to be in the nature of 
capital investment. This is always a question 
of fact, and there are many cases holding both 
ways. 
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off a portion of his original stake, much 
in the same fashion as the roulette player 
who has had a successful run and expects 
his luck to run out. 


From the viewpoint of the transferee cor- 
poration, there are certain tax advantages. 
In the first place, the interest which it will 
pay for the “borrowed capital” will be de- 
ductible for tax purposes, thereby reducing 
its tax liability and eliminating the double 
taxation which would occur if the same 
amount were distributed as dividends.‘ In 
the second place, if we assume vulnerability 
under Section 102, the repayment of the 
“horrowed capital” might be an effective 
answer to any such attack.® 

Therefore, at the time of incorporation 
consideration should be given to the manner 


in which the transferor’s equity will be in- 
vested. 


Statutory Provisions 


It is assumed that the proposed incor- 
poration is intended to be consummated in 
such a way as to qualify as a tax-free ex- 
change under Section 112 (b)(5) of the In- 
ternal Revenue Code.® In all instances here- 
inafter discussed, it is further assumed that 
it is a sole proprietorship which is to be 
incorporated. That portion of the statute 
which becomes of paramount importance is 
the phrase “solely in exchange for stock or 
securities.” 


4See footnote 3, swpra. Obviously, if not 
held to be an obligation of the corporation, 
the interest deduction will be disallowed. Cf. 
1432 Broadway Corporation, 4 TC 1158 [CCH 
Dec. 14,497]. To the contrary, see Cleveland 
Adolph Mayer Realty Corporation, 6 TC 730 
[CCH Dec. 15,079]. 


5 Section 29.102-3 of Regulations 111 indicates 
that accumulation for the purpose of paying 
maturing obligations and other debts is a rea- 
sonable explanation for the failure to distribute. 
Actual distribution, by payment, would thus be 
even better reason for failure to distribute 
earnings and profits. 


® Section 112 (b) (5) reads as follows: 


“(5) Transfer to Corporation Controlled by 
Transferor.—No gain or loss shall be recog- 
nized if property is transferred to a corporation 
by one or more persons solely in exchange for 
stock or securities in such corporation, and 
immediately after the exchange such person or 
persons are in control of the corporation; but 
in the case of an exchange by two or more 
persons this paragraph shall apply only if the 
amount of the stock and securities received by 
each is substantially in proportion to his in- 
terest in the property prior to the exchange. 
Where the transferee assumes a liability of a 
transferor, or where the property of a trans- 
feror is transferred subject to a liability, then 
for the purpose only of determining whether 
the amount of stock or securities received by 
each of the transferors is in the proportion re- 
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The use of the word “solely” does not 
mean that if something other than stock or 
securities is received, the entire transaction 
is to be held taxable. Rather, the word 
“solely” is applicable only to the recogni- 
tion of gain upon a transaction which other- 
wise would be a nontaxable exchange.’ In 
other words, if nothing but stock or securi- 
ties is received, there can be no partial 
recognition of gain. Conversely, if some- 
thing else is received, the exchange will be 
nontaxable to the extent that stock or securi- 
ties are received, and taxable to the extent 
that something else is received (except that 
if the “something else” is the assumption of, 
or the taking subject to, a liability, it may 
be nontaxable under Section 112(k)). Thus, 
an integral part of any Section 112(b)(5) 
transaction is the possible applicability of 
Section 112(c)(1) of the Internal Revenue 
Code.* 

Even prior to the decision of the Su- 
preme Court in the Hendler® case, it was 
believed that the assumption of liabilities 
outstanding against the unincorporated busi- 
ness by the newly organized corporation 
would result in the recognition of gain 


‘under Section 112(c).*° From this decision, 


which involved assumption of liability in a 
Section 112(g) reorganization, it necessarily 
followed that in an otherwise tax-free Sec- 
tion 112(b) incorporation, the assumption 
of liability would result in the recognition 


quired by this paragraph, the amount of such 
liability (if under subsection (k) is not to be 
considered as ‘other property or money’) shall 
be considered as stock or securities received by 
such transferor.”’ 


7Cf. Report—Ways and Means Committee 
(67th Congress, 4th Session, H. R. 1432), pp. 2-4, 
and discussion in Congress (Congressional Rec- 
ord, Vol. 64, pp. 2855-56) by Mr. Green of Iowa, 
respecting amendment to Section 202 (e) of 
Revenue Act of 1921 (now Section 112 (c), 
L,Y: 


8 Section 112 (c) (1) reads as follows: 


““(c) Gain from Exchanges Not Solely in 
Kind.— 

‘“(1) If an exchange would be within the pro- 
visions of subsection (b) (1), (2), (3) or (5), 
or within the provisions of subsection (1), of 
this section if it were not for the fact that 
the property received in exchange consists not 
only of property permitted by such paragraph 
or by subsection (1) to be received without the 
recognition of gain, but also of other property 
Or money, then the gain, if any, to the re- 
cipient shall be recognized, but in an amount 
not in excess of the sum of such money and 
the fair market value of such other property.”’ 

®U. 8S. v. Hendler, 303 U. S. 564 [38-1 ustc 
{ 9215]. 

Cf. Brons Hotels, Inc., 34 BTA 376 [CCH 
Dec. 9306]; H. T. Robinson, 35 BTA 1080 [CCH 
Dec. 9649]; Walter F. Haass, 37 BTA 948 
(CCH Dec. 10,042]. 
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of gain to the transferor.” Accordingly, it 
was necessary to change the statute in order 
to negative the effects of the decision in 
those cases where, as part of the transac- 
tion, there was assumption of, or taking 
subject to, a liability. This provision is 
contained in Section 112(k) of the Internal 
Revenue Code.” 


Taxpayer’s Burden of Proof 


An interesting and important feature of 
Section 112(k) is the imposition of the 
burden of proof upon the taxpayer to es- 
tablish that the assumption of, or the taking 
subject to, the liability was not motivated 
by the transferor’s intent to avoid tax on the 
transfer, and if such was not the purpose, 
that it was a bona fide business purpose. 
If the taxpayer fails to sustain such burden, 
the liability is considered as “other prop- 
erty” received by the transferor, and Sec- 
tion 112(c)(1) will come into play. 

Thus, “something new has been added” 
to Section 112(b)(5): where the transferee 
corporation assumes or takes subject to a 





1 Cf. Report—Ways and Means Committee 
(76th Congress, Ist Session, H. R. 855), dated 
June 16, 1939, which states: 


“It has long been the policy in our income- 
tax law to give due consideration to the ex- 
igencies of business in connection with corporate 
reorganizations by postponing, in certain spe- 
cifically described instances, the recognition of 
gain realized in such transactions. In gen- 
eral, if gain is realized in such a transaction, 
nonrecognition of the entire gain is allowed only 
where, under the specifically defined circum- 
stances, the taxpayer transfers property and 
receives in exchange therefor stock or securi- 
ties in a corporation which is a party to the 
reorganization. If, in addition to such stock 
or securities, other property or money is re- 
ceived, gain is recognized to the extent of such 
other property or money. 

“The recent Supreme Court case of United 
States v. Hendler . has been broadly in- 
terpreted to require that, if a taxpayer’s lia- 
bilities are assumed by another party in what 
is otherwise a tax-free reorganization, gain is 
recognized to the extent of the assumption. In 
typical transactions changing the form or en- 
tity of a business it is not customary to liqui- 
date the liabilities of the business and such 
liabilities are almost invariably assumed by the 
corporation which continues the business. Your 
committee therefore believes that such a broad 
interpretation as is indicated above will largely 
nullify the provisions of existing law which 
postpone the recognition of gain in such cases. 
To enable bona fide transactions of this type 
to be carried on without the recognition of 
gain, the committee has recommended section 
213 of the bill. 


“Section 213 (a) of the bill amends section 
112 of the Internal Revenue Code by adding 
a new subsection (k) which provides that in 
transactions otherwise within section 112 (b) 
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liability, the taxpayer transferor must estab- 
lish the nonexistence of a purpose to avoid 
tax on the transfer and the existence of a 
bona fide business purpose regarding the 
assumption or acquisition of the liability. 
While it is true that the “business purpose” 
test, ever since Gregory v. Helvering,” is 
implicit in the application of Section 112(g) 
of the Internal Revenue Code, which deals 
with reorganizations of corporations, in view 
of the decision of the United States Board 
of Tax Appeals in W. & K. Holding Cor- 
poration, 38 BTA 830 [CCH Dec. 10,460], there 
might be some doubt that the Gregory doc- 
trine could be applied to a Section 112(b) (5) 
exchange.“ Yet, despite this remotely pos- 
sible and doubtful inapplicability, the Greg- 
ory doctrine has been applied statutorily to 
situations involving liability assumption or 
acquisition. 


Even if it were to be assumed that the 
“business purpose” test, as judicially enunci- 
ated in Gregory v. Helvering and incorpo- 
rated in Section 112(k) as to liability 
assumption or acquisition, is not applicable 
to a Section 112(b)(5) transaction (except 


(4) or (5), or 112 (c) or (da) (insofar as they 
relate to exchanges under section 112 (b) (4) or 
(5)) gain shall not be recognized to the trans- 
feror on account of the assumption of liabilities 
or the transfer of property subject to liability."’ 


122 Section 112 (k) reads as follows: 

‘*“(k) Assumption of Liability Not Recognized. 
—Where upon an exchange the taxpayer re- 
ceives as part of the consideration property 
which would be permitted by subsection (b) 
(4), (5), or (10) of this section to be received 
without the recognition of gain if it were the 
sole consideration, and as part of the considera- 
tion another party to the exchange assumes a 
liability of the taxpayer or acquires from the 
taxpayer property subject to a liability, such as- 
sumption or acquisition shall not be considered 
as ‘other property or money’ received by the 
taxpayer within the meaning of subsection (c), 
(d), or (e) of this section and shal] not prevent 
the exchange from being within the provisions 
of subsection (b) (4), (5), or (10); except that if, 
taking into consideration the nature of the 
liability and the circumstances in the light of 
which the arrangement for the assumption or 
acquisition was made, it appears that the prin- 
cipal purpose of the taxpayer with respect to 
the assumption or acquisition was a purpose 
to avoid Federal income tax on the exchange, 
or, if not such purpose, was not a bona fide 
business purpose, such assumption or acquisi- 
tion (in the amount of the liability) shall, for 
the purposes of this section, be considered as 
money received by the taxpayer upon the ex- 
change. In any suit or proceeding where the 
burden is on the taxpayer to prove that such 
assumption or acquisition is not to be consid- 
ered as money received by the taxpayer, such 
burden shall not be considered as sustained 
unless the taxpayer sustains such burden by 
the clear preponderance of the evidence.’’ 

18 293 U. S. 465 [35-1 ustc {| 9043]. 


4 Footnote 14 appears on following page. 
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where there is liability assumption or ac- 
quisition), there is still the possibility, albeit 
remote, that the Commissioner of Internal 
Revenue might apply Section 129 to such a 
transaction. Under this section, the princi- 
pal purpose of the incorporation would have 
to be the evasion or avoidance of federal 
income or excess profits tax by securing 
the benefit of a deduction, credit or other 
allowance which the transferor would not 
otherwise enjoy. Almost every incorpora- 
tion could be attacked under this section,” 
if for no other reason than a split in in- 
come between a corporation and its trans- 
feror-stockholder-officer. It is not believed 
that the Commissioner of Internal Revenue 
will go so far in applying Section 129, but 
it is a Weapon in his hands. 


Lastly, consideration should be given to 
Section 45 of the Internal Revenue Code. 
Here, on the supposition that all other stat- 
utory provisions have been met insofar as 
the incorporation is concerned, there is the 
possible application of this section to deal- 
ings between the transferor and the corpora- 
tion. Under this section, the Commissioner 
is authorized to distribute, apportion, or 
allocate gross income, deductions, credits 
or allowances between taxpayers if he de- 
termines such action is necessary to prevent 
evasion of taxes or clearly to reflect the 
income of the taxpayers. The issuance of 
obligations conceivably might fall within the 
purview of this section. 


Accordingly, it is now appropriate to con- 
sider the applicability of these provisions to 
certain situations, 


Existing Indebtedness 


Let us assume the proposed incorpora- 
tion of an apartment house. The taxpayer 
has purchased the property for $1,000,000, 


having paid $50,000 in cash and the balance 
by execution of a purchase money first mort- 
gage. He transfers the property to newly 
organized X Corporation in exchange for 
its stock, X Corporation assuming the mort- 
gage. While the question of the underlying 
purpose can be raised, this is obviously a 
Section 112(b)(5) transaction.” 


Let us change the facts. Instead of trans- 
ferring the property to newly organized X 


‘Corporation for stock, he transfers the prop- 


erty in exchange for the assumption of the 
$950,000 purchase money first mortgage and 
the issuance to him of a second mortgage 
with a twenty-year term in the amount of 
$49,500 and common stock with a par value 
of $500. This likewise appears to be a non- 
taxable transaction. 

Note that the transaction “appears” to be 
nontaxable. In the first place, argument could 
be made that the second mortgage does not 
come within the definition of “securities.” ” 
Assume, however, that the draftsman so pre- 
pares the instruments as to comply with 
this objection. In the second place, the 
argument might be raised that there was no 
business purpose underlying the transaction. 


- While it is true that the mere assumption 


of the $950,000 first mortgage automatically 
brings Section 112(k) into operation, as in 
the first illustration, Section 112(k) applies 
only insofar as business purpose regarding 
the liability is concerned. It does not apply 
to any other portion of the transaction. 
Thus, if there is a bona fide business pur- 
pose respecting the assumption of the 
$950,000 first mortgage, Section 112(k) 
could not apply to the new second mortgage 
of $49,500 since this was not a liability as- 
sumed or acquired upon the exchange. 
Therefore, this argument would have to be 
based upon the general “business purpose” 
test underlying the entire transaction. This 
necessarily assumes the applicability of the 





4 The Board stated: © 


“The Commissioner argues, however, that 
since this transaction was carried out for the 
purpose of minimizing taxes, since it had no 
real business purpose, and since it was followed 
by a redemption of the preferred stock, it 
should be treated as a taxable transaction giv- 
ing the property a new basis in the hands of 
W. & K., citing Gregory v. Helvering . 
The question in the Gregory case was whether 
or not there was a nontaxable reorganization. 
No such question is involved in this issue. This 
was an exchange, not a reorganization. The 
Gregory case does not support the Commis- 
sioner’s contention. Cf. George W. Griffiths, 37 
BTA 314 [CCH Dec. 9949]. 


“The exchange was within the provisions of 
section 112 (b) (5). Therefore, 113 (a) (8) ap- 
plies and the basis for W. & K. was the same 
as that of the transferors. Section 101 (c) (8) 


Issuance of Obligations 


(B) also applies and makes the loss a capital 
loss. That being so, section 23 (r) does not 
apply. The Commissioner erred as the peti- 
tioner contends.’’ 


% Cf. ‘“‘An Analysis of Section 129,’’ by David 
Boyd Chase, Third Annual Institute of Federal 
Taxation, New York University, pp. 722-723. 
However, Mr. Chase states: “. - it is be- 
lieved that section 129 does not apply to the 
incorporation of an existing business. 

Nor should it make any difference that the 


. Purpose to reduce taxes is uppermost in the 


minds of the persons thus acquiring corporate 
control.”’ 


16 Section 29.112 (k)-1, Regulations 111. 


Cf, discussion of this point in 472 CCH 
Standard Federal Tax Reporter, { 747.59. ‘‘Nei- 
ther the law nor the Regulations defines the 
term ‘securities’ as used in section 112.’ 
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Gregory doctrine to Section 112(b)(5), a 
hypothesis the author is not ready fully to 
concede. If we grant, arguendo, that it can 
be applied, we are thrown into the morass 
of “business purpose” cases. Business pur- 
pose as applied to whom—the corporation 
or the transferor? What business purpose 
does the corporation serve by issuing a sec- 
ond mortgage? The deductibility of inter- 
est? The Adams and Bazley cases indicate 
that in a recapitalization this is not a good 
business purpose.” In fact, it is indicated 
to be a bad business purpose because of 
the necessity to make interest payments. 
Yet suppose that is the only way the pro- 
posed transferor will make the exchange, 
namely, for securities: Does this mean that 
the transferor cannot do it? Must he accept 
only stock? And if this is true, then what 
is the reason for the use of the alternative 
“stock or securities” in Section 112(b)(5)? 
It is submitted that the business purpose 
test, applicable in reorganization exchanges, 
should be inapplicable to a Section 112(b) (5) 
transaction, and thus that the exchange still 
would be a tax-free incorporation. 


Let us change the factual situation again. 
Assume the same facts as in the preceding 
example, except that the fair market value 
of the apartment house is $1,100,000. Since 
the corporate securities issued in the amount 
of $49,500 and stock issued of the par or stated 
value of $500 would be the type of property 
receivable under Section 112(b)(5) which 
would not result in the application of Sec- 
tion 112(c), the exchange still would be a 
tax-free incorporation. 


Up to this point, we have considered 
existing indebtedness assumed or acquired 
by the transferee corporation, and inferen- 
‘tially we have assumed that the existing 
indebtedness has preéxisted for some time 
and that its creation had no relation to the 
proposed organization. 


Let us vary the situation. Assume the 
same $950,000 purchase money first mort- 
gage and transferor’s cost at $1,000,000 
(which is also the fair market value), or a 
net equity of $50,000. Shortly before the 
incorporation, the transferor obtains a sec- 


1% Adam A. Adams, 5 TC 351 [CCH Dec. 
14,631], aff'd 155 F. (2d) 246 [46-1 ustc { 9238]; 
J. Robert Bazley, 4 TC 897 [CCH Dec. 14,423], 
aff'd 155 F. (2d) 237 [46-1 ustc { 9237]. These 
cases, now awaiting decision by the Supreme 
Court, involve recapitalizations wherein bonds 
were issued in exchange for stock, one of the 
purposes being the resultant savings in tax by 
virtue of the deduction for interest. It is in- 
teresting to note that Judge Arundell’s dis- 
sent indicates that if the securities involved 
had been issued at the time of organization, 
there would have been no cause for criticism. 
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ond mortgage for $49,500, the cash proceeds 


of which he pockets. Upon incorporation, 
the new corporation assumes the first and 
second mortgages and issues to the trans- 
feror common stock of the par or stated 
value of $500. Technically, this is a non- 
taxable transaction. However, the situa- 
tion must be reviewed in the light of Section 
112(k). Under this provision, the nonrecog- 
nition of liability assumption or acquisition 
will not apply if, “taking into consideration 
the nature of the liability and the circum- 
stances in the light of which the arrange- 
ment for the assumption or acquisition was 
made, it appears that the principal purpose 
of the taxpayer . . . was a purpose to avoid 
Federal income tax on the exchange, or, if 
not such purpose, was not a bona fide busi- 
ness purpose.” It has been intimated 
that the assumption of the $49,500 second 
mortgage might be considered “other prop- 
erty” and make Section 112(c) effective.” 
While the author does not subscribe com- 
pletely to this view, there is considerable 
argument in its favor. 


To make the $49,500 assumption “other 
property,” it must appear (a) that the trans- 
feror’s principal purpose was to avoid fed- 
eral income tax on the exchange, or (b) 
that the assumption was not a bona fide 
business purpose. As to (a), it is apparent 
that the transferor’s principal purpose, under 
the facts in this illustration, could not have 
been the avoidance of tax on the exchange. 
Had he transferred the property and taken 
$500 stock and $49,500 securities, it would 
have been nontaxable. Moreover, since his 
net equity in the property is $50,000 and 
the fair market value is likewise $50,000, 
he would not have stood to realize any gain 
or loss on the transaction in any event. 
Thus, income tax would not have been a 
factor. 


For that matter, if the fair market value 
of his $50,000 net equity is likewise $50,000, 
it would not be of much import whether or 
not the creation of the second mortgage 
shortly before incorporation made Section 
112(k) applicable thereto, since the $49,500 
assumption, if treated as “other property,” 


The opinion of the Supreme Court may very 
likely have a bearing on the issuance of secu- 
rities at the time of incorporation. 

Cf. Ewing Everett, Organization of Corpo- 
rations and Sales of Assets, in which, in a 
hypothetical situation similar to the one in the 
text, he states (p. 25): 

“It is quite possible that the increase in the 
mortgage, coupled with the purpose to have 
the obligation assumed by the new company, 
may be _ sufficient to render the exchange 
taxable.”’ 
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would merely go against his basis for the 
apartment house and would not result in 
any taxable gain.” So it is unnecessary to 
consider the business purpose test. 


But the situation changes where the fair 
market value of the property is $1,100,000 
and his cost basis is $1,000,000 The prior 
creation of a second mortgage of $49,500 
and its assumption by the corporation might 
result, from the technical point of view, in 
the taxability to the transferor, not of $49,500, 
but possibly of $149,500. As to the “avoid- 
ance of income tax” test, it is believed that 
the transferor could not have been moti- 
vated by this purpose. The $49,500 he re- 
ceived on placement of the second mortgage 
was a further extension of his credit, se- 
cured by the property. His penultimate situ- 
ation is no whit different from what it 
would have been had he purchased the 
property for $1,000,000, given a purchase 
money mortgage for $999,500 and paid $500 
in cash. 


Had the latter situation existed, and had 
he exchanged his property for $500 stock 
and the assumption of the $999,500 mort- 
eage, then—even if the fair market value 
was $1,100,000—no gain would be recog- 
nizable since the exchange would be com- 
pletely nontaxable. Should the situation be 
any different where he has to place two 
mortgages instead of one? Moreover, if the 
exchange would have been nontaxable had 
the corporation issued $49,500 securities to 
him upon incorporation™ (and no second 
mortgage had been created prior to incor- 
poration)—and if the fair market value was 
$1,100,000—then it does not appear logical 
that he had the purpose of avoiding tax. 
This is true especially when, after receiving 
the $49,500 securities, he could dispose of 
them by sale (although here again the 
thought has been advanced that a decent 
interval of time be allowed to intervene). 


This then leaves the “business purpose” 
test as contained in Section 112(k). The 
arrangement made by the transferor for the 
assumption or acquisition of the liability by 
the new corporation must be for a bona fide 
business purpose. In a Section 112(b)(5) 


° His cost basis is $1,000,000. He received 
$950,000 assumption of first mortgage and $500 
stock, all of which fall under Section 112 (b) 
(5) and Section 112 (k), so that at this point 
he has received $950,000. If the assumption of 
the second mortgage is treated as ‘‘other prop- 
erty,” the total he receives is $1,000,000. The 
$49,500 merely goes against his base, as does 
the $950,000, leaving him with a net cost for 
his stock of $500. 

*1 See footnote 18, supra. 


Issuance of Obligations 


transaction, it is difficult to determine 
whether such arrangement is ever other 
than a business purpose. Of course, the 
presupposition must be made that the trans- 
feror is engaged in a trade or business. In 
the light of recent litigation questioning 
whether the ownership of an apartment 
house does constitute a trade or business, 
any investor might have a difficult task to 
establish that his activities constitute a 
“business.” But on the assumption that the 
property encumbered by a liability was used 
in trade or business, it seems only logical 
that if encumbered property is being trans- 
ferred to a newly created entity which in 
effect is taking the place of the transferor, 
the encumbrance be assumed by the trans- 
feree. For that reason, it is the author’s 
opinion that the creation of a second mort- 
gage by the transferor prior to the incorpo- 
ration, in an amount which, when added to 
the preéxisting indebtedness, does not exceed 
the transferor’s basis, would not affect the 
nonrecognition of gain on the transfer. 


This discussion so far has related to those 
situations in which the indebtedness assumed 
by the transferee corporation is the same 


‘as that which existed against the property 


in the hands of the transferor, and where 
the aggregate of the indebtedness is not in 
excess of the transferor’s cost. 


Indebtedness in Excess 
of Transferor’s Cost 


Let us assume that in our hypothetical 
case the taxpayer’s cost is $1,000,000, pur- 
chase money mortgage is $950,000 and actual 
cash investment is $50,000. Assume further 
that the fair market value of the property 
is $1,100,000 and the taxpayer obtains a sec- 
ond mortgage of $100,000, which cash pro- 
ceeds he keeps. He thereafter incorporates 
and receives stock and the assumption of the 
two mortgages. 


If a considerable period of time elapses 
between placement of the second mortgage 
and the incorporation wherein both mort- 
gages are assumed, the transfer would ap- 
pear completely nontaxable. This is not 


22 See footnote 19, swpra. Mr. Everett fur- 
ther points out that Section 112 (k) has been 
interpreted as applying to liabilities incurred 
in the ordinary course of business and not to 
those obligations created as a part of the plan 
of reorganization, in Section 112 (g) (1) trans- 
actions, citing Helvering v. Southwest Consoli- 
dated Corporation, 315 U. S. 194 [42-1 vustc 
9248]. Mr. Everett is of the opinion that this 
interpretation might be applied to situations 
falling under Section 112 (b) (5). Cf. (op. cit.) 
p. 26. 
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necessarily true, as will hereinafter be dis- 
cussed. 


However, if the second mortgage is placed 
shortly before incorporation, there might be 
good ground for contending that the as- 
sumption of the second mortgage is “other 
property” and gain should be recognized. 
The argument could be advanced that the 
taxpayer’s purpose was the avoidance of 
income tax. How? The $100,000 second 
mortgage money has been pocketed by the 
taxpayer. At the time he received it, he 
paid no tax; yet, in practical effect, he 
has recovered not only his cost but a part 
of the appreciation in value of the property, 
something which he could not have other- 
wise done except by sale. Now he gets a 
new alter ego to assume the liabilities. He 
will have a cost basis of zero for his stock 
(if we assume an exchange of the property 
merely for stock and assumption of liabil- 


23 The taxpayer’s cost is $1,000,000. The lia- 
bilities outstanding against the property are 
$1,050,000. He incorporates, receiving stock 
and the assumption of $1,050,000 liabilities. If 
the transaction were held nontaxable, on the 
grounds that (a) under Section 112 (b) (5) the 
assumption of the liabilities, the ‘‘control’’ test 
is met, and (b) under Section 112 (k) the as- 
sumption is not to be considered as ‘‘other 
property or money,” then the basis of the stock 
received would be determined under Section 
113 (a) (6). This latter section provides that 
the basis of the stock shall be the same as for 
the property exchanged, decreased in the amount 
of any money received by the taxpayer and 
increased in the amount of gain (or decreased 
in the amount of loss) to the taxpayer that 
was recognized upon the exchange. For the 
purposes of Section 113 (a) (6) only, the as- 
sumption or acquisition of a liability (in the 
amount of the liability) shall be considered as 
money received by the taxpayer. Applying this 
section to the facts under discussion, the basis 
of the stock is the same as the property trans- 
ferred, namely, $1,000,000. It must then be 
decreased in the amount of money received, 
namely, the amount of the liability assumed, 
$1,050,000. At this point, the taxpayer’s basis 
is minus $50,000. This must be increased then 
by the amount of gain recognized upon the 
exchange. If no gain is recognized, the in- 
crease is zero, and the net result is that the tax- 
payer’s basis for his stock is minus $50,000. 
The statute does not warrant any such conclu- 
sion, and thus the taxpayer’s basis for his 
stock would be at no cost, or zero. 

No discussion of this point would be com- 
plete without reference to Beulah B. Crane, 
3 TC 585 [CCH Dec. 13,847], reversed 153 F. 
(2d) 504 (CCA-2) [46-1 ustc {§ 9123], and now 
awaiting decision by the Supreme Court. In 
this case the taxpayer inherited property sub- 
ject to a mortgage lien which, in amount, 
equaled the estate tax valuation. Despite the 
lack of any equity, the taxpayer claimed and 
was allowed depreciation. Upon sale of the 
property for a net $2,500 over the mortgage 
and other liens, the taxpayer contended that 
gain be computed by use, as her cost basis, 
of her inherited net equity of zero and that 
prior depreciation allowances be disregarded. 





ity).* But the stock will be worth $50,000, 
Can he escape tax on the $50,000 he has 
already recovered over and above his origi- 
nal outlay of $50,000? It would seem that 
he should not—and in such circumstance, 
at the very least he should be held to have 
realized a gain of $50,000.% In fact, there 
seems to be sufficient argument that the 
entire $100,000 assumption should be con- 
sidered as “other property” and therefore 
taxable, leaving the taxpayer with a cost 
basis of $50,000 for his stock, on the theory 
that Section 112(k) does not apply because 
his purpose was the avoidance of income 
tax upon the exchange. 


We digress at this point to consider the 
general type of situation. Prior to the 1939 
Act, an assumption of liability in a Section 
112(b)(5) transaction constituted “other 
property” resulting in partial recognition of 
gain. The phraseology of the amendment 


The Tax Court sustained the taxpayer and held 
that her original cost basis was zero, and then 
stated : 


“The issue then narrows down to the ques- 
tion of whether petitioner’s unadjusted basis 
of zero should be adjusted on account of the 
depreciation allowed in prior years and in the 
taxable year. 

“In the ordinary case, that is, where there 
is a basis for property, the adjustment on ac- 
count of depreciation operates to reduce that 
basis, which, as so reduced, is to be offset 
against the amount realized in determining the 
gain or loss; and section 113 (b) (1) (B),... 
in providing that the adjusted basis for deter- 
mining gain or loss ‘shall be the basis deter- 
mined under (section 113 (a) (5)) adjusted’ for 
depreciation, obviously contemplates the exist- 
ence of an unadjusted basis—that there exists 
a minuend from which depreciation allowed, or 
allowable, can be deducted. See Woolford 
Realty Co. v. Rose, 286 U. S. 319, 327 [3 ustc 
1 938]. We have determined that the unadjusted 
basis of the property in question, under sec- 
tion 113 (a) (5), is zero, and, this being true, 
there is, in the very nature of things, nothing 
to adjust—nothing from which depreciation can 
be deducted. 

“Having found that petitioner’s unadjusted 
basis is zero and that such basis cannot be 
adjusted to a minus quantity, we conclude and 
so hold that the proper basis to be used in 
computing petitioner’s gain is zero, and, as the 
amount realized by her from the sale of the 
property was only $2,500, that her gain from 
the sale is in the same amount.”’ 

The Circuit Court reversed on the ground 
that the taxpayer’s original cost basis was fair 
market value at the time of death, without re- 
duction on account of liens. The fact is, a 
taxpayer cannot have a minus quantity as his 
cost basis. 


* An argument as to why the transferor 
should not pay tax could be advanced in a 
situation where the transferor, despite the as- 
sumption of the liability by the corporation, 
remains liable on the obligation. In this event, 
until the liability is paid by the corporation, 
the transferor is never certain that the so- 
called ‘‘gain’’ is really a ‘‘gain.” 
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made by the 1939 Act clearly indicates that 
it is no longer so to be considered. Thus, 
in the hypothetical situation now under dis- 
cussion, there is no question but that under 
the old law, the taxpayer would be deemed 
to have realized a gain of $100,000. Can 
it be assumed that Congress intended that a 
gain which would have been taxed, even if 
the Commissioner’s regulations respecting 
assumption of liability in reorganizations 
had not been overruled by the Supreme 
Court in the Hendler case, should now escape 
taxation? The fact is that Congress was 
seeking to overcome the Hendler decision 
as affects reorganizations—yet, as worded, 
the statute seems to exempt this gain from 
taxation. 


In the opinion of the author, the ultimate 
decision on this point must await the out- 
come of litigation.* It is incomprehensible 
that the draftsmen ever contemplated that 
the gain should escape taxation. But the 
clear import of Section 112(k) indicates that 
(a) if there was no purpose to avoid income 
tax or (b) if such purpose is absent if 
there was a bona fide business purpose, the 
assumed liability will not be considered 
“other property.” Given a situation where 
these conditions prevail, the taxpayer con- 
ceivably could escape taxation. It is doubt- 
ful that the Commissioner would ever 
accede to such a proposition. On the con- 
trary, his position would seem to be, in 
effect, that in any case where the liability 
assumption or acquisition is in excess of the 
transferor’s basis, the transfer will be con- 
sidered as motivated by a purpose to avoid 
federal income tax. 


If this would be the Commissioner’s in- 
terpretation, it follows that an attempted 
Section 112(b)(5) transaction which in- 
volved nothing more than the receipt of 
stock and the assumption of the liability 
would be held to be outside the relief granted 
by Section 112(k). This holding is conceiv- 
able even where no new liability is incurred 
—rather where the liability was the original 
$950,000 purchase money mortgage but be- 
cause of depreciation of, e. g., $100,000 al- 
lowed, the transferor’s basis is $900,000 as 


In all likelihood, a decision adverse to the 
taxpayer would rest on the theory that Con- 
gress never intended to exempt such a situation 
from taxation. 


Cf. Estate Planning Corporation v. Commis- 
sioner, 101 F. (2d) 15 [39-2 ustc { 9235], where- 
in it was held that the interest paid on $600,000 
of bonds issued by a New York corporation, 
principally for the good will of a going busi- 
ness, was deductible since the bonds were a 
valid enforcible obligation of the maker under 
the laws of the State of New York. The trans- 


Issuance of Obligations 


against $950,000 liability—without regard to 
fair market value. The author concedes that 
this is a drastic interpretation. Yet how else 
can the revenues be protected? Perhaps 
the solution is that the taxpayer will be held 
to have realized a capital gain to the extent 
the liability assumption exceeds the trans- 
feror’s basis, thus leaving the transferor with 
a zero basis for his stock. The problem is 
fraught with litigation. 


Increased Newly Created 
Indebtedness 


Up to this point, the discussion has con- 
cerned situations in which indebtedness ex- 
isted at the time of transfer; or if indebtedness 
was newly created, it was created prior to in- 
corporation; or if created upon incorporation, 
it was not in excess of the transferor’s basis. 
We come now to those situations in which 
the indebtedness is created upon incorpora- 
tion and, when added to assumed liabilities, 
the total is in excess of the transferor’s basis. 


Let us assume these facts. The trans- 
feror’s basis is $1,100,000, as he has pur- 
chased the property for $50,000 cash and a 
purchase money mortgage of $950,000. No 
adjustments to basis are involved. The fair 
market value of the property has increased 
to $1,100,000. Upon incorporation, he re- 
ceives an assumption of the $950,000 pur- 
chase money mortgage, stock of the value 
of $500, and long-term securities of the face 
amount of $149,500. Technically, this would 
seem to be a bona fide Section 112(b)(5) 
transaction, resulting in the nonrecognition 
of gain or loss to the transferor.” The 
probable attack by the Commissioner of In- 
ternal Revenue would be the disallowance 
of the interest deduction claimed by the cor- 
poration on the theory that the debentures 
were not, nor were intended to be, evidences 
of indebtedness. Here, again, we are in a 
field of dispute. The facts can be such as 
to overcome the Commissioner’s attack.” 


This is true especially if we vary the 
factual situation to assume that in the given 
case no long-term securities of $149,500 are 
created and issued, but thereafter, before the 


feror subscribed for the stock in cash, and 
transferred his business for $600,000 bonds. The 
Commissioner had determined that there were 
no tangible or substantial assets behind the 
bonds, that they were issued without consid- 
eration and that interest payments were .not 
deductible. 


7 Cf. Dade-Commonwealth Title Company, 6 
TC 332 [CCH Dec. 15,007]; 1432 Broadway Cor- 
poration, supra; Clyde Bacon, Inc., 4 TC 1107 
[CCH Dec. 14,479'; Charles L, Huisking & Com- 
pany, 4 TC 595 [CCH Dec. 14,322]. 
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new corporation has any earnings or prof- 
its, it obtains a mortgage of $149,500 and 
distributes the cash of $149,500 to its stock- 
holder. The distribution would be a distri- 
bution from capital; and once the transferor 
recovered his cost of $50,000, the balance 
would represent capital gain. (This lends 
further support to the author’s contention 
that in those cases where liability assump- 
tion or acquisition is in excess of the trans- 
feror’s basis, the transferor may be held to 
have realized capital gain to the extent of 
such excess. ) 

A further problem is inherent in the case 
where newly created indebtedness is in ex- 
cess of the transferor’s cost. Let us assume 
that the taxpayer’s cost is $100,000. There 
is no outstanding liability. The fair market 
value is $250,000. A corporation is organ- 
ized to which he transfers the property and 
from which he receives $500 stock and 
$249,500 securities. If we assume that it is 
nontaxable under Section 112(b)(5), is it 
equitable that the corporation be entitled 
to a deduction for interest? It would be one 
thing if the transferor had paid tax on this 
“step-up,” but it appears to be quite another 
matter to permit such a deduction where 
no one has paid tax on this appreciation in 
value.* Yet the regulations indicate that 
in determining the “substantially in pro- 
portion” test to be applied where there are 
two or more transferors, the fair market 
value is the governing factor. As heretofore 
stated, there is no prohibition against the 
issuance of securities, and if two or more 
transferors are involved, securities could be 
issued only substantially in proportion to 
the fair market values of the properties 
transferred. In a situation in which A owns 
- certain real estate having a cost basis of 
$100,000 but a fair market value of $250,000, 
and B has cash of $100,000, and they desire 
to incorporate so that each will own fifty 
per cent of the outstanding stock and receive 
securities, one way to meet the require- 
ments of Section 112(b)(5) would be for A 
to receive $500 stock and B to receive $500 


*8In those cases where interest has been al- 
lowed as a deduction, no attack has been made 
on the equity of the situation; rather, deci- 
sion was based on the fact that the obligations 
were legally enforcible. See footnote 26, supra. 
Where deduction has been disallowed, as in 
1432 Broadway Corporation, supra, the Tax 
Court found from the evidence that the deben- 
tures were not, and were not intended to be, 
evidences of indebtedness. In this latter case, 
bonds were issued in excess of transferor’s cost. 
In denying the deduction, the Tax Court stated, 
inter alia: 

“The entire contribution was a capital con- 
tribution rather than a loan, but by the form 





stock, and A to receive $249,500 securities 
and B $99,500. This latter situation would 
probably fall within Section 112(b)(5). 
Under such circumstances, there would seem 
to be no question of the deductibility of the 
interest, even though A does not pay tax 
on the “step-up.” Should the situation be 
different where there is only one transferor? 
Certainly not. Yet it does leave the door 
wide open to saddling a newly organized 
corporation with substantial interest charges 
even though no one has paid tax on the 
“step-up” in the face amount of the obliga- 
tion.” 


Part Transfer and Part Sale 


The problem of how much of the unin- 
corporated sole proprietorship should be 
represented by “equity capital” and how 
much by “borrowed capital,” raises the fur- 
ther question of whether there is any re- 
quirement as to how much of the assets of 
the proprietorship must be exchanged for 
stock. Apparently, there is no requirement 
except that some stock must be received in 
order to meet the “control” test of Section 
112(b)(5). Thus, it is the author’s opinion 
that the minimum statutory capital stock 
investment is sufficient. 


If this is true, then is it essential that 
the remainder of the assets being transferred 
be exchanged for securities? There is no 
such necessity. The transferor can transfer 
the remainder of the assets by means of 
a sale on ordinary open account. But to do 
this, it would seem to be requisite that the 
assets be segregable and separate from those 
which are transferred for stock. Assume a 
business which has furniture and fixtures of 
$1,000 fair market value and inventory of 
$5,000 fair market value—no other assets 
and no liabilities. An exchange of the furni- 
ture and fixtures and the inventory for 
$1,000 stock and $5,000 account receivable 
would render the transaction taxable to the 
extent that the fair market value of the 
stock and the account receivable exceeded 


(Continued on page 460) 


adopted the corporation was in a position to 
feign that its rent income was used as a means 
of discharging its debenture obligation, giving 
it a tax deduction, and not as a distribution 
of dividends, which would not be deductible.” 

It is noteworthy that Hstate Planning Cor- 
poration, supra, is not cited in the opinion. 

2 But is this any different from the situa- 
tion where a cash basis taxpayer sells property 
on open account but does not receive payment 
for some time, and during this period receives 
interest on the amount due? The purchaser 
would be entitled to the deduction for interest 
even though the seller had not paid tax on 
his gain. 
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By BERT V. TORNBORGH, Certified Public Accountant 


Dividends Paid in Property do not result 
in taxable income to a corporation. The 
Commissioner took a contrary view in 
Horne Oil Company, March 4, 1947 [CCH 
Dec. 15,660(M)], the taxpayer distributed 
a dividend in property, the basis of which 
had been reduced to zero by depletion. The 
position of the Commissioner that the dis- 
tribution of an asset is an event that serves 
to realize a profit, was rejected by the Tax 
Court in line with previous decisions, Estate 
of H. H. Timken, 47 BTA 494 [CCH Dec. 
12,811], and National Carbon Company, Inc., 
2 TC 57 [CCH Dec. 13,252]. The case is 
different where a dividend in a fixed amount 
is declared and is later satisfied by distribu- 
tion of property having a value in, excess 
ot cost. 

> 

Investment or Property for Sale, was the 
question to be decided in Factoria Land Com- 
pany, February 28, 1947 [CCH Dec. 15,661 
(M)], for the purpose of determining a 
profit as ordinary gain or capital gain. 
Length of time of possession does not give 
the character of an investment to property 
if the intention of the owner was at all times 
to sell the property in the ordinary course 
of his business. The property in question, 
a tract of 759 acres of farm land, was ac- 
quired in 1911 for the purpose of subdividing. 
Twenty-nine vears later, in 1940, the tax- 
payer sold part of the remainder after sev- 
eral intermediate sales in previous years. 
The Tax Court treated the profit as ordinary 
income resulting from the sale of property 
“held by the taxpayer primarily for sale to 
customers in the ordinary course of his 
trade or business.” Although it is possible 
that the character of an asset changes, the 
facts causing such change must be clearly 
shown if the original intention of the owner 
marked the asset unmistakably as property 
held for sale. 


Tax Items of Special Interest 


Reasonable Salaries are the subject of 
numerous decisions. Usually the decision 
depends so much on the individual facts of 
each case that a general rule cannot easily 
be established. The fact that the officers 
in question are stockholders, is not con- 
trolling, though it sometimes invites suspi- 
cion. Neither is it decisive that no dividends 
were paid during the taxable year. Pay- 
ment of the total gross income after other 
‘deductions in salaries to executives does not 
qualify as a distribution of dividends if the 
compensation is reasonable. In R. P. Farns- 
worth & Company, Inc., March 4, 1947 [CCH 
Dec. 15,663(M)], the taxpayer paid over 
$165,000 to seven executives who were 
stockholders in a year where no dividends 
were distributed. The Tax Court held stock 
ownership and the absence of dividends as 
factors of considerable significance in deter- 
mining the reasonableness of compensation. 
It came to the conclusion, however, that 
services involving similar responsibilities 
could not have been secured for less than 
was actually paid. 

* * x 


Stamp Collecting is mostly a hobby. But 
if the profit motive is uppermost in the mind 
of the collector, purchase and sale of stamps 
may be considered as transactions entered 
into for profit. In George F. Tyler, March 
6, 1947 [CCH Dec. 15,671(M) ], the taxpayer 
was a businessman with various interests. 
He operated a farm, managed the family 
finances and investments, was director of a 
national bank, and chairman of the board of 
a title company, and engaged in some other 
activities. One of them was stamp collect- 
ing. He embarked upon that mixture of 
hobby and business upon the advice of a 
professional philatelist, who stressed the 
investment feature of stamps and their his- 
tory of increasing in value over a pericd. 
This alone, it seems, would have qualified 
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the stamp collection as a capital asset. The 
Tax Court, however, found that the “requi- 
site greed” was the taxpayer’s principal 
motivation. Consequently, it considered a 
loss suffered by the taxpayer when he sold 
the collection, as a loss, incurred in a trans- 
action entered into for profit though not 
connected with the trade or business, and 
allowed its deduction in full under Section 
23(e) (2), Internal Revenue Code. 


* * * 


Constructive Receipt of a dividend on the 
day of its declaration was assumed by the 
Tax Court in Wallace, March 13, 1947 [CCH 
Dec. 15,679(M)]. The corporation, of 
which the taxpayer was a main stockholder, 
declared a dividend on December 31, 1940, 
which the taxpayer received on January 21, 
1947. But the corporation not merely de- 
clared the dividends but made an entry of 
the amount of the dividend in its general 
ledger under “Credit Vouchers Payable.” 
On the day of payment “Vouchers Payable” 
was debited. Under those facts, the Tax 








the transferor’s cost basis, but not in ex- 
cess of $5,000 (the fair market value of the 
“other property”). On the other hand, as- 
sume the same facts, but that the furniture 
and fixtures are transferred for the stock, 
and the inventory is sold on “open account” 
for $5,000. Gain will be computed only on 
the sale of the inventory. If the transferor’s 
cost basis is $100 for the furniture and fix- 
tures and $5,000 for the inventory, then in 
the first transaction described he would 
realize a gain of $900, whereas in the second 
transaction he would have no gain or loss. 


Variation upon variation could be made 
on this problem. In general, it would appear 
that where it is desired to “slough off” part 
of the transferor’s investment in the entire 
business, assets should be segregated be- 
tween those which have appreciated in value 
over and above the transferor’s cost basis 
for the assets, and those which have a fair 
market value equal to the transferor’s cost. 


a 
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Court held that the dividends were subjected 
without qualification to the demand of the 
taxpayer on the very day of declaration. 


* * * 


Club Dues, paid by a corporation for its 
officers, were disallowed as a deduction from 
gross income in Home Guaranty Abstract 
Company, 8 TC —, No. 70, March 26, 1947 
{CCH Dec. 15,682]. The fact that definite 
business was acquired from one club, did 
not help. Previously such deductions had 
been allowed in Johnson, (DC, Calif., 1941), 
45 F. Supp. 377 [42-1 uste J 9180], where it 
was held that club membership was acquired 
“purely from a business standpoint,” that it 
contributed to the success of the taxpayer's 
law firm and that membership was discon- 
tinued when this method of obtaining busi- 
ness became unprofitable. But in the Home 
Guaranty case only one of the conditions was 
present, while there was no proof that the 
clubs were joined for business reasons or 
that they were primarily used for that pur- 
pose. [The End] 





ISSUANCE OF OBLIGATIONS—Continued from page 458 


The former group can be exchanged for 
stock and securities; the latter can be sold 
on open account. But segregation should 
be made first, and separate transactions 
should be effected. 


Conclusion 


No attempt has been made to consider 
all the problems which can arise under Sec- 
tion 112(b)(5). No consideration has been 
given to those situations in which there is 
more than one transferor, as in the incor- 
poration of partnerships, or in which cor- 
porate transferors are involved. 

Because of the paucity of cases dealing 
with some of the problems treated herein, 
especially the issuance of obligations in ex- 
cess of the transferor’s cost basis, it would 
seem that the full potentialities of Section 
112(b)(5) have not as yet been full ex- 
plored. [The End] 
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By J. H. LANDMAN 
Peat, Marwick, Mitchell and Company, New York 


Civil Fraud. Deficiencies may be assessed 
at any time by the Commissioner of Internal 
Revenue where the tax returns were falsely 
and fraudulently prepared with the intent 
to evade taxation. Greenfeld, February 26, 
1947 [CCH Dec. 15,648(M)]. 


Penalties. The negligence of a taxpayer’s 
employee is imputed to the taxpayer, and as 
a consequence the taxpayer is subject to 
negligence penalties for failure to file tax 
returns. Pohlen, February 28, 1947 [CCH 
Dec. 15,658(M) }. 


Post-Review Rejection. If a tax liability 
is agreed upon by the taxpayer and the local 
Internal Revenue Agent in Charge, and sub- 
sequently is disapproved by the post-review 
authorities in Washington, the taxpayer 
hereafter will be permitted to present his 
argument orally before a representative of 
the proper department in Washington. 
Mimeograph (Coll. No. 6125), March 12, 
1947, 


Increased Depreciation Rate. A greater 
depreciation rate is allowable on machinery 
and equipment where their useful lives are 
diminished because of increased hours of 
operation, unskilled labor and difficult pro- 
duction problems. Locke Machine Company 
[CCH Dec. 15,678(M) ]. 


Right to Depreciation. Despite the deliv- 
ery of quitclaim deeds and subsequent op- 
tions to rebuy real property, the taxpayer 
never loses ownership of real property—at 
least for the purpose of taking depreciation 
—hecause realistically these legal transac- 
tions constitute only a mortgage to guarantee 
a loan. Marion A. Blake, 8 TC —, No. 64 
[CCH Dec. 15,668 ]. 


Inconsistent Tax Position. Since depre- 
ciation allowances enter into excess profits 
net income computations in a taxable year, 
they must of necessity reflect themselves in 


Tax Briefs 


arriving at a proper income credit. As a 
consequence, a taxpayer is entitled under 
Section 734 to an income tax adjustment 
for the base period years because of an in- 
consistent position relative to depreciation 
allowances. Zellerbach Paper Company, 8 
TC —, No. 60 [CCH Dec. 15,652]. 


Mortgage Depreciation. The full amount 
of a mortgage loan for which borrowers 
are personally liable, used for improvements 
to a lot, is includible in the tax value of the 
lot for depreciation purposes, despite the 
subsequent repayment of the mortgage at 
less than par. However, the repurchase of 
the mortgage bonds at less than face value 
constitutes taxable income. Marion A. Blake, 
supra. 


Contrariwise, where an unassumed mort- 
gage has been included in tax value, a sat- 
isfaction of the mortgage at less than face 
value does not yield taxable income but 
merely reduces the tax value of the property. 
Hotel Astoria, Inc., 42 BTA 759 [CCH Dec. 
11,314]. 

Change in Method of Operations (Section 
722). A change in method of operations 
during or immediately before the base period 
must yield a higher level of earnings to 
qualify for Section 722 (b) (4) excess profits 
tax relief. If it does not result in higher 
earnings, the taxpayer’s average base period 
net income, nevertheless, may be an inade- 
quate standard of normal earnings for ex- 
cess profits taxes, and its excess profits tax 
relief may be predicated on Section 722 
(b) (5). E. P. C. 11. 

Completed Contracts. In completed con- 
tract accounting, the contract price is accrued 
when the contract is completed, except for 
the contested portion. Albin Johnson [CCH 
Dec. 15,666(M) }. 

Dummy Corporation. Profits arising from 
the sale of realty are taxable to the syndi- 
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cate members, and not to the corporation, 
where it merely holds an empty title. Moro 
Realty Holding Corporation, 25 BTA 1135 
[CCH Dec. 7522]; affirmed 65 F. (2d) 1013; 
acq. 1947-6-12504. 


Personal Service Corporation. Because 
in its situation capital is a material income- 
producing factor, a flying school corpora- 
tion, which would otherwise be a personal 
service corporation and therefore exempt 
from excess profits taxes, loses this pre- 
ferred tax status. Graham Flying Service, 8 
TC —, No. 65 [CCH Dec. 15,674]. 


Liquidation of Corporation. The capital 
gains tax applies to the proceeds of a liqui- 
dated corporation in the hands of the stock- 
holders even though the dissolution required 
more than the anticipated three-year period. 


William C. Chick, 7 TC 1414 [CCH Dec. 
15,527 ]. 


Tax-Exempt Association. An unincorpo- 
rated association of employers to encourage 
the “open shop” idea in industry is a tax- 
exempt business organization. Associated 
Industries of Cleveland, 7 TC 1449 [CCH 
Dec. 15,530]; Acq. 1947-6-12504. 


Cost of Liming Soil. The cost of liming 
farm land may be treated as an expense in 
one year, or capitalized subject to deprecia- 
tion over a number of years, depending on 
the life of its effectiveness. I. T. 3843. 


Government Tax Liens. Liens of credi- 
tors for material and labor, proper under 
state law, are superior and prior to liens 
for federal taxes. Earl Yates, et al. v. L. C. 
Russell, et al., DC Tex., December 9, 1946 
[47-1 ustc J 9151]. 


Government Levy. The mere instituting 
of an action to levy taxes by the government 
does not constitute a levy. Such conduct, 
therefore, does not give the government 
priority as compared with other creditors on 
funds in the possession of a trustee for the 
benefit of creditors of a bankrupt corpora- 
tion. U. §. v. O’Dell, CCA-6, March 10, 1947 
{47-1 ustc J 9190]. 


Loss of Refund. The right to recovery of 
the processing tax, though previously de- 
clared unconstitutional, is deniable if the 
taxpayer does not comply with the required 
procedural regulations. Cherokee Textile 
Mills v. Commissioner, CCA-6, March 24, 
1947 [47-1 ustc J 9198]. 


Royalty Payments on Mines. Royalty 
payments by a lessee to the owner of a 
mine are not a capital investment but de- 
ductible rents or royalties though they con- 
stitute as much as sixty per cent of the 
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profits of a mining concession. Horton, 7 
TC 957 [CCH Dec. 15,416]; Acq. 1947-6-12504. 


Partner’s Income. A mother’s commu- 
nity property interest was inherited by a 
minor daughter. Since the partnership in- 
come is taxable only to a partner and the 
minor daughter was not in partnership with 
her father, the latter is taxable on the share 
of partnership income attributable to his 
deceased wife’s community property interest. 
Morton v. Thomas, CCA-5, 1946 [47-1 ustc 
7 9101]; cert. denied March 10, 1947. 


Tax Value of Property to Survivor. Ina 
partnership of a husband and wife (tenancy 
by the entirety), property has a tax value 
for resale and depreciation in the hands of 
the survivor measured by its fair market 
value in the year of the spouse’s death. Rosa 
L. DeMers, March 10, 1947 [CCH Dec. 
15,673(M) ]. 


Non-Tax-Free Exchange of Municipal 
Bonds. Where new municipal bonds are 
substantially different from the ones they 
replaced, the exchange of bonds is not tax 
free. The earlier bonds were six per cent, 
two-year bonds; the later ones were 1% 
per cent to five per cent, thirty-year bonds. 
Hence, each transaction is distinct and 
closed. Thomas Watson, 8 TC —, No. 67 
[CCH Dec. 15,676]. 


This decision is at variance with the rule 
laid down in Motor Products Corporation, 47 
BTA 983 [CCH Dec. 12,885], affirmed 142 
F. (2d) 449 [44-1 ustc J 9308], which holds 
that no gain or loss is recognizable in the 
interchange of government securities, even 
where the interest rate and maturity dates 
are different. An exchange of government 
securities must not be confused with a tax- 
free recapitalization of a corporation in 
which bonds are exchanged for bonds. 


Dividends in Kind. No taxable gain arises 
out of a declaration of a dividend in kind 
such as in oil royalties, even though the 
taxpayer had already recovered its cost by 
depletion allowances. Horne Oil Company, 
March 4, 1947 [CCH Dec. 15,660]. 


Abnormal Deductions. Declared value 
excess profits tax deductions for 1937 and 
1939 may not be restored to earnings to 
arrive at a higher earnings credit under Sec- 
tion 711 where the taxpayer fails to show 
that they did not result from an increase 
in gross income in the base period. Horton 
& Converse, 8 TC —, No. 58 [CCH Dec. 
15,638]. 


Equity Invested Capital. Good will is not 
includible in equity invested capital arising 
out of the acquisition of assets of another 
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corporation if no intangibles of value were 
acquired for which stock was issued. J. H. 
Williams & Company, February 20, 1947 
[CCH Dec. 15,644(M) ]. 


Reasonableness of Salaries. The mere fact 
that a corporation does not pay dividends 
does not in itself lead to the conclusion that 
the salary of an officer-stockholder is unrea- 
sonable, and therefore must be reduced as 
a corporate business deduction. Other fac- 
tors must be considered, such as the size of 
the business, the ratio of compensation to 
corporate gross income, the nature of the 
employee’s work, his qualifications and con- 
tribution to the corporation’s success, the 
availability of others to fill the position, the 
time of the year the compensation is fixed, 
and comparable salaries in competing cor- 
porations. R. P. Farnsworth & Company, 
Inc., March 5, 1947 [CCH Dec. 15,663(M) ]. 


Reasonable Salaries. Increases in execu- 
tive salaries are unreasonable taxwise and, 
as a consequence, are not deductible ordi- 
nary and necessary business expenses, if 
only because of greater war profits, without 
commensurate greater personal services, 
despite the fact that it is established com- 
pany policy to pay bonuses in relationship 
to company profits. Locke Machine Company, 
supra. 


Constructive Receipt of Salaries. Salaries 
credited without restrictions to the account 
of employees may be deducted by the em- 
ployer as legitimate business expense, and 
constitute taxable income for the employees. 
Schaberg-Dietrich Hardware Company, March 
5, 1947 [CCH Dec. 15,670(M)]. 


Traveling Expenses. An employee may 
deduct traveling expenses for trips between 
his employer’s plants; but the employee’s 
rental expense in New Jersey, though his 
permanent home is in Michigan, is not de- 
ductible by him. Copp, February 19, 1947 
[CCH Dec. 15,640(M) ]. 


Bad Debt Reserve. The unused balance 
in a bad debt reserve which does not offset 
income is not taxable income where build- 
ing up the reserve does not result in a reduc- 
tion of tax. M. & E. Corporation, 7 TC 1276 
[CCH Dec. 15,496]; Acq. 1947-6-12504. 


Year for Bad Debt Deduction. A cash 
basis taxpayer may take his bad debt loss 
deduction when he sustains a cash detri- 
ment. The replacement of one promissory 
note by another is not a payment of the 
former; hence, the bad debt loss is deductible 
not in the earlier but in the later year. The 
taxpayer had substantially enough money to 
Satisfy the later note, even though he simul- 
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taneously entered into a new indebtedness 
with the same payee-banker. Thomas Watson, 
supra, 


Bad Debt Recoveries. Bad debt recover- 
ies attributable to reserves are excludible 
from excess profits net income. Reductions 
in reserves caused by improved financial 
conditions of customers are not income 
attributable to the recovery of bad debts 
because no income was realized. Therefore, 
consequential reductions in bad debt re- 
serves are not excludible from excess profits 
net income. Zellerbach Paper Company, 
supra. 


Attorneys’ Fees. In a compromise life 
insurance policy settlement, contingent at- 
torneys’ fees are includible in the decedent’s 
estate, together with the net amount received 
by the beneficiaries. The attorneys’ fees are 
obligations of the beneficiaries, not admin- 
istrative expenses or claims against the 
estate. Est. of Will Wright, 8 TC —, No. 
62 [CCH Dec. 15,654]. 


Fees paid to attorneys to recover owner- 
ship of stock taken under duress are not 
deductible as an ordinary business expense, 
but are capital expenditures like the cost of 
clearing title to real property. Kane, Feb- 
ruary 28, 1947 [CCH Dec. 15,657(M) ]. 


Law Suit Compromise Settlements. An 
administrator of an estate is entitled to 
deduct from his own reportable income money 
paid in settlement of a law suit involving 
mismanagement of the estate, together with 
attorneys’ fees, as nonbusiness expenses 
arising out of his duties as administrator, 
because he accepted the position to earn 
income. Hyman Y. Josephs, 8 TC —, No. 68 
[CCH Dec. 15,680]. 


Executor’s Commissions. A commission 
of five per cent of the value of a personal 
estate is allowable as a deduction from gross 
estate in the absence of a state statute fixing 
the rate, when the beneficiaries have no 
financial interest in the commissions. A rate 
of three per cent to five per cent, however, 
is customary. Est. of Reuben J. Freed, Feb- 
ruary 27, 1947 [CCH Dec. 15,656(M) ]. 


Income to Children. Gifts by grandpar- 
ents to children yield taxable income to the 
latter and not to parents who acted as their 
managers. Miller Trusts, 7 TC 1245 [CCH 
Dec. 15,490]; Acq. 1947-5-12496. 


Interest on Insurance Proceeds. Whether 
the beneficiary or the insured elects the 
option, interest paid on indebtedness arising 
from supplementary life insurance contracts, 
not involving life risks, is deductible. Manu- 
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facturers Life Insurance Company, 4 TC 811 
[CCH Dec. 14,411]. 


Insurance Proceeds Taxable. The net 
proceeds of life insurance yield taxable in- 
come when an effective policy is acquired 
for valuable consideration by a corporation 
which later merges with the taxpayer. 
James F. Waters, Inc. v. Commissioner, CCA- 
9, March 19, 1947 [47-1 ustc { 9196]. 


Insurance Proceeds and Section 721. The 
proceeds of a life insurance policy acquired 
by a transferee for a valuable consideration 
yield abnormal income, ‘but are not attrib- 
utable to prior years. Consequently, this 
defect is fatal to excess profits tax relief 
for abnormal income in a taxable year under 
Section 721. James F. Waters, Inc., supra. 


Transfer of Insurance Policies. Where 
the beneficiaries of insurance policies are 
irrevocably changed and the decedent had a 
reversionary interest in the proceeds, among 
other facts, it is concluded that the policies 
were transferred in contemplation of death 
and are, therefore, includible in the dece- 
dent’s gross estate. Slifka and Schustek v. 
Johnson, CCA-2, March 12, 1947 [47-1 ustc 
q 10,548}. 


Insurance Policies. Where the decedent 
retains power to borrow on life insurance 
policies with the consent of a beneficiary, 
the transfer of the insurance policies to 
avoid estate taxes is treated as being made 
in contemplation of death. It is, therefore, 
includible in the decedent’s estate for estate 


tax purposes. Slifka and Schustek v. Johnson, 
supra. 


Trust Income. If the parent-grantor of 
a trust retains no powers equivalent to owner- 
ship and realizes no economic profit from 
the trusts, he is not taxable on its income 
for the use of a minor child where the child 
is otherwise cared for by the parent. 
Blakeslee, 7 TC 1171 [CCH Dec. 15,475]; 
acq. 1947-5-12488. 

In Contemplation of Death. Insurance 
policies and securities delivered to trustees 
to pay insurance premiums, are held to be 
transferred in contemplation of death so 
that donees could not enjoy their benefits 
until the grantor’s death. They are, there- 
fore, subject to estate tax. Est. of Paul Gar- 
rett, 8 TC —, No. 59 [CCH Dec. 15,639]. 


Trust Income. When trust income is not 
currently distributable, even though de- 
manded by the beneficiary, it is not income 
taxable to the beneficiary if the trustees did 
not maliciously avoid making distribution. 
Hallowell v. Commissioner, CCA-3, March 4, 
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1947 [47-1 ustc J 9185], reversing 5 TC 1239 
[CCH Dec. 14,874]. 


Insurance Trusts. Insurance trusts are 
part of a testator’s estate where they are 
testamentary in character and the proceeds 
go to the same beneficiaries as in the will. 
Est. of George P. Rhodes, February 24, 1947 
[CCH Dec. 15,647(M) }. 


Reverters. A trust is includible in the 
grantor’s gross estate where he had a possi- 
bility of a reverter upon survivorship and 
also a power to appoint another beneficiary. 
As a consequence, the life estates of the 
children beneficiaries are ignored, because 
the latter could not arise until after the 
grantor’s death, and might have been de- 
stroyed by the grantor. Est. of George P. 
Rhodes, supra. 


Intestacy. Income distributed with prin- 
cipal is part of the corpus of an estate in a 
final settlement of a will. The income, there- 
fore, is not taxable to the legatees. The 
estate is not entitled to credit, however, for 
dividend income paid or credited. Est. of 
Jane C. Dunlop, February 20, 1947 [CCH 
Dec. 15,642(M)]. 


Four-Year Period of Administration. The 
use of a four-year period of administration 
of an estate is not unreasonable when the 
administration was not actually completed 
earlier. As a consequence, the estate, and 
not the beneficiary, reports the taxable in- 
come. Caro du Bignon Alston, 8 TC —, No. 
61 [CCH Dec. 15,653]. 


Value of Stock. Price in the open public 
market, book value, the Treasury’s value of 
the same stock sold by another estate, earn- 
ings record, and business outlook are some 
important factors in the valuation of stock 
for estate tax purposes. Est. of Warren 
H. Poley [CCH Dec. 15,677(M)]. 


Value of Stock in a Closed Corporation. 
For estate tax purposes, the value of stock 
in a family-owned corporation may be meas- 
ured by the fair market value of the cor- 
porate assets, in the absence of othier 
measuring rods such as bona fide market 
prices at or about the valuation date. Est. of 
Reuben J. Freed, supra. 


Widow’s Welfare. Since the reasonable 
needs of an intervening life tenant widow 
can be ascertained, the value of the remain- 
der of a testamentary trust to a charity is 
deductible from the gross estate of the de- 
cedent, even though the trustee had the 
power to invade the trust for the -widow’s 
welfare. Est. of Wilbur L. Jack, March 17, 
1947 [CCH Dec. 15,672(M)]. [The End] 
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in the Field of Necliions 


Cases and Law Collected 


Cases and Materials on Federal Taxation. 
Erwin N. Griswold. Foundation Press, 
Inc., Brooklyn 1, New York. Second Edi- 
tion, 1946. 772 pages. $7. 

At the outset of this book, the author 
states that “no case book is alone adequate 
for teaching taxation,” and that it “must be 
supplemented with the text of the [Internal 
Revenue] Code and the applicable regula- 
tions, and with current material as it be- 
comes available from time to time.” How 
true! He further observes that the “first 
matter to consider in any tax case is: What 
are the exact words of the statute?” Few 
of us have learned the eternal truism that 
there is no use in thinking great thoughts 
about a tax problem unless the thoughts 
are firmly based on the controlling statute. 
Once we have the controlling statute or 
section—assuming it is unambiguous and 
clear—we still must delve in the labyrinth 
of administrative rules, decisions, etc., in 
order to ascertain its existing meaning. 
However, the legal question involved sub- 
stantially appears in the language or text 
of the pertinent statute or section. 

Most of the cases in this second edition 
are new. Practical notes or annotated com- 
ments concerning each principal case set 
forth are most helpful and original. Speak- 
ing of the Dobson rule, the author tartly 
notes that one of its great difficulties is 
“the way in which it is applied or ignored 
by the Court at will!’ To any one who 
has labored in the field no consistent pattern 
as to what the court will review is ascertain- 
able from the recent decisions. Thus, one 
is not too far taken back when the author 
suggests that this “introduces a personal 
element into the disposition of cases which 
is far removed from the ideal of a govern- 
ment of law and not of men.” Eternal 
vigilance is still the high price of liberty. 

THEODORE WESLEY GRASKE 


Current Books of Interest 


Philippine Economic Freedom 


American Tariff Policy Toward the Philip- 
pines—1898-1946. Pedro E. Abelarde. King’s 
Crown Press, 1145 Amsterdam Avenue, 
New York 27. 1947. 233 pages. $2.75. 


“A detailed examination of the making 
of tariff laws is on the surface a 
tedious as well as a dry and uninteresting 
enterprise. But implied throughout this ac- 
count is the tug of war between 


conflicting interests, between idealism and 
a considerably narrower policy—between 
immediate advantage and ultimate benefit.” 


Mr. Abelarde’s study of the tariff legis- 
lation enacted by the United States Con- 
gress over a period of almost half a century 
is anything but “dry and uninteresting.” 
Formerly a member of the Department of 
Political Science at the University of the 
Philippines, Manila, he wrote this book to 
clarify the issues, past and present, which 
will decide whether or not the new Republic 
can win an economic status consonant with 
its political independence. 


The protagonists of the conflict outlined 
in his introduction were the agricultural 
interests in the Islands, which consistently 
urged tariff reduction, and the competing 
American industries, which, just as consist- 
ently, opposed a favored basis for Philippine 
products. The struggle was especially pro- 
longed between the sugar and tobacco in- 
dustries. Congress more frequently supported 
the interests of American producers, but 
American officials in the Philippines de- 
fended the interests of the Islands, often 
successfully. 


Now the Philippine Trade and Rehabilita- 
tion Acts extend mutual advantages to both 
nations. Mr. Abelarde believes, however, 
that both acts “stand in need of implementation 
before they can become generally effective.” 
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“Moreover, to treat the equity as the basis 
for depreciation requires repeated recompu- 
tations, if the mortgagor pays in instaliments 
and introduces administrative complication 
and confusion extremely undesirable, if it 
is possible to avoid them. We cannot doubt, 
especially in view of the long uniform prac- 
tice, that the right ‘basis’ for depreciation 
is the actual value of the buildings.” 





















































tempted to disallow $12,000 of this, but the 


venerable Colonel taxpert got the decision 
[CCH Dec. 15,594(M)]. 


Florida Will Enjoy This 


According to the National Ice and Cold Stor- 
age Company case [CCH Dec. 15,597(M)], 
natural ice is cut in commercial quantities in 
California. 
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‘‘Jujubes”’ 


When we were a youngster, one of the 
most popular confections was something 
called “jujubes.” We haven’t seen them for 
too many years, but it seems the manufac- 
turer is still in business. See case of Heide, 


» § TC —, No. 38 [CCH Dec. 15,602]. 


Human Interest 


Bennie Blatt was a wholesale bakery 
salesman in Omaha, Nebraska. He was al- 
lowed the cost of his uniforms, but his en- 
tertainment expenses were “disallowed for 
lack of evidence.” But the case [CCH Dec. 
15,607(M)] has plenty of human interest 
if you read all the evidence. 


Will some Philadelphia lawyer (literally) 
explain the case of Rieben [CCH Dec. 
15,611] to us? What is this queer Pennsyl- 
vania statute? 


There’s no doubt about it: sad as it may 
be, criminal cases make more interesting 
reading than others. Some night when 
you’ve exhausted the current issue of Ellery 
Queen’s magazine and David Dodge’s latest 
book, read the cases of Cave [47-1 ustc 
¢9171] and Currier Lumber Company [47-1 
ustc J 9172]. 


Citrus Fruit 


Leo B. Welch, CPA of Visalia, California, 
was quite prompt in sending us the informa- 
tion we requested in the January issue, but 
space limitations precluded using it till now. 
We quote: 


“Civil Code of California, Section 658, 
‘Definition of Real Property’, Subhead 4. 


“4. That which is immovable by law; 
except that for the purposes of sale, emble- 
ments, industrial growing crops and things 
attached to or forming part of the land, 
which are agreed to be severed before sale or 
under the contract of sale, shall be treated 
as goods and be governed by the provisions 
of the title of this code regulating the sales 
of goods.—1931 :2259,’ 


“It is, therefore, readily observed that the 
sale of a citrus orchard could be constituted, 
under the Civil Code of California, as a 
sale of a capital item as set forth under 
Section 117-J, and the Bureau of Internal 
Revenue has had considerable controversy 
over the matter of capital gains and losses— 
the taxpayer maintaining that the fruit was 
attached to the trees, the trees attached to 
the ground, and that it was immovable and 
that the seller had not entered into an agree- 
ment to sever the industrially growing crop, 
and that the seller, therefore, was entitled 
to treat the entire matter as a capital gain. 


“However, on the other side of the picture, 
the purchaser always contended that (for his 
own personal benefit) the growing crop 
should be severed, and therefore be used as 
a deduction against the crop when harvested. 


“From the above, you can see the squeeze 
play into which the Revenue Agent con- 
tinually found himself until the issuance of 
I. T. 3815. The application of I. T. 3815 
does not, however, void or nullify the Civil 
Code of California; but it does deny the 
taxpayer of California the right to the use 
of Section 117-J in computing his capital 
gain under this particular code section.” 


"Twas Ever Thus 


The following is taken from a local news- 
paper dated March 12: 


“Remember last week Collector of In- 
ternal Revenue Harry Westover yelled 
‘Come and get it’ to 34,431 income taxpayers 
who had more than $2,000,000 in refunds 
coming but hadn’t supplied correct ad- 
dresses? It hardly seemed possible, these 
penny-counting days. Well, Monday he 
received a letter with no return address 
from an irate citizen stating, ‘Where’s my 
refund? If you want me to pay this year’s 
tax you’ve got to pay me last year’s refund 
first’. His return was looked up and the 
guy was right, he had a refund coming. 
But he had written on the return, ‘no perma- 
nent address.’ ” 


[The End] 
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APPELLATE AND LOWER COURTS 


Definitions: Association taxable as a cor- 
poration: Operation of oil lease: Salient 
features of a conventional corporation.—An 
organization created by subscribers as a me- 
dium of carrying on their business venture 
in the ownership and operation of an oil 
lease for profit was analogous to a conven- 
tional corporation, and not a partnership, 
since the Articles of Agreement secured 
centralized management, vested title to the 
property involved in the undertaking in an 
individual with provisions for his succession, 
and control in a board of three managers 
and agents with provision for their succes- 
sion, prescribed security from termination 
of the enterprise by death, facilitated trans- 
fer of beneficial interests without affecting 
continuity of the enterprise, and also secured 
limitation of the personal liability of the 
subscribers. The fact that no formal certifi- 
cates of ownership were issued to sub- 
scribers was held not to affect the status of 
the association as a corporation for tax pur- 
poses. CCA-1. Wabash Oil & Gas Associa- 
tion, Petitioner for Review v. Commissioner 
of Internal Revenue, 47-1 ustc § 9205. 


Estate tax: Remote possibility of reverter 
by law: Decision of Tax Court final.—De- 
cedent executed a trust in 1924, reserving 
a life income with the corpus payable to his 
surviving issue. In the absence of issue, the 
corpus was payable to his surviving broth- 
ers and sisters or their children. At the 
date of creation of the trust, decedent was 
unmarried and had no children. He then 
had one brother and one sister of the full 
blood and four half-brothers. Seven chil- 
dren of the brothers of the half-blood were 
then living. Decedent was survived by a 
brother and sister of the whole blood, who 
had three children then living, and by four 
half-brothers, who had seven children then 
living. The Tax Court overruled the Com- 
missioner’s determination that the corpus 
was includible in the estate by reason of the 
reservation of a possibility of reverter. It 
is held that the issue presented was one 
reserved for the determination of the Tax 
Court, and that the Tax Court’s decision, 
therefore, must be affirmed. The Circuit 
Court holds that it is unable to draw infer- 
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Court... Administrative 


ences from facts or supplement stipulated 
facts, which function rests with the Tax 
Court, and furthermore that it cannot here 
“identify a clear-cut mistake of law” in the 
lower court’s decision. CCA-3. Commis- 
sioner of Internal Revenue, Petitioner v. Es- 


tate of Francois L. Church, Deceased, Edward 


E. Black, Executor, Respondent, 47-1 ustc 
q 10,549. 


Claim for refund: Filed over three years | 
after payment.—The Commissioner errone- 7 
ously and illegally included in the value of | 
decedent’s gross estate a sum received dur- F 


ing the year subsequent to decedent’s death 


as dividends on stock owned by decedent. | 


A claim for refund was filed some three 
years and ten months after payment of the 
tax. It is held that the claim should have 
been filed within three years of payment, 
in accordance with the limitation period pro- 
vided by Code Section 910 with respect to 
erroneous collections, and that the four-year 
limitation period under Code Section 3313 
is inapplicable. Therefore, the claim for re- 
fund is held barred. DC Calif. Suzanne 
Fitzgerald Fawcett, Geraldine Fitzgerald Cal- 
laghan, Geraldine Fitzgerald Callaghan as 
Executrix of the Last Will and Testament of 
Gerald Fitzgerald, Deceased, and Edward F. 
Treadwell, Administrator of the Estate of 
Lillian Ryan Fitzgerald, Deceased, Plaintiffs 
v. United States of America, Defendant, 47-1 
ustc J 10,547. 


Cabaret tax: Restaurant: Separate room 
for entertainment: Effect of partial view 
through connecting door.—The operation by 
taxpayer of a restaurant in a room which 
was entirely separate from the room in 
which entertainment was furnished was held 
not subject to the cabaret tax under the law, 
since the evidence showed that the door be- 
tween the rooms was kept closed during the 
entertainment period, except for the passage 
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of persons from one room to the other, and 
the door was opened solely for the conveni- 
ence of waitresses serving patrons in the 


) entertainment room and for patrons desiring 


admission to that room upon payment of 
entrance charge and tax, even though dur- 


| ing that time patrons in the restaurant might 


obtain fleeting glances of couples dancing 
past the door, but without any view of the 
Refund 
allowed. DC Ore. John H. McKenzie, 
Plaintiff v. J. W. Maloney, Collector of Inter- 
nal Revenue, Defendant, 47-1 ustc ¥ 9195. 


Property subject to power of appointment: 
Release of power.—Decedent’s father cre- 
ated a trust in 1932, giving decedent a life 
income, with the remainder payable to him 
upon his arrival at stated ages. Decedent 
also was given a testamentary power to ap- 
point all of the trust property which had not 
already been distributed to him. In the 
event of his failure to exercise the power, 
the undistributed property was to be dis- 
tributed as intestate property of which he 
had died possessed. In 1944, decedent exe- 
cuted a release of the power for considera- 
tion under seal, which he delivered to a 
trustee of the trust, Decedent’s death oc- 
curred in 1944 subsequent to his execution 
of the release. It is held that decedent had 
effectively released his power of appointment 
prior to his death, even though Congress, 
by legislation, had not expressly authorized 
the donee of a general power to release it. 
The undistributed trust property, therefore, 
is not subject to inheritance tax by reason 
of the power. CA of DC. District of Colum- 
bia, Petitioner v- Nancy T. Lloyd, Guardian 
for Tangley C. Lloyd, a Minor, Respondent, 
47-1 ustc § 10,550. 


TAX COURT 


Deductions: Losses: War losses: Own- 
ership of property: Evidence.—Taxpayer, a 
Jew, left Germany in 1933, establishing in 
France in 1938 a corporation dealing in 
cocoa. His cost of the stock of this com- 
pany was $56,196. In 1938, taxpayer’s Ger- 
man citizenship was revoked by the Nazis 
and taxpayer engaged in anti-Nazi activi- 
ties in Germany, Belgium and France until 
1940, when he fled via Portugal to the 
United States, of which he has since become 
a citizen. Taxpayer claimed a loss of 
$56,196 in his 1941 return, under either Code 
Section 23 (e) or Section 127. Taxpayer 
was the only witness, and he introduced cer- 
tain depositions which were excluded by the 
court as hearsay. He also introduced cer- 


Interpretations 


tain decrees of the Vichy and German mili- 
tary authorities which show that Jewish 
property was confiscated by the Reich in 
1941, but show also that such property was 
affected prior to that year. On the evidence, 
it is held that taxpayer has not sustained his 
burden of proof to establish ownership of 
the stock in 1941, and that no loss is deducti- 
ble under Code Section 23 (e). It is further 
held that no war loss is deductible under 
Code Section 127, since, although that section 
relieves the taxpayer of certain troublesome 
problems of proof, it does not eliminate the 
necessity of establishing ownership of the 
lost property. Ernest Adler v. Commis- 
sioner, CCH Dec. 15,696. — 


Deductions: Officer-stockholder salaries: 
Reasonableness.—The compensation received 
by three officers, owning a majority of stock 
of taxpayer, for services rendered in 1941 
and 1942, was held to be reasonable, rang- 
ing in amounts from $14,090.73 to $18,322, 
where the evidence showed that they, as 
managers of an extensive building and con- 
struction business, were responsible for its 
success. Along with other employees, they 
had taken cuts in 1940, with the understand- 
ing that increases would follow if earnings 
permitted. The salaries were held not to 
be dividends in disguise but were earned by 
the services performed, and were duly au- 
thorized. Christman Company, a Michigan 
Corporation v. Commissioner, CCH Dec. 
15,691. 


Deductions: Losses: Basis recovered: 
Tax benefit theory: Banks: Evidence.—In 
1934 assets of taxpayer (a state bank) hav- 
ing a cost basis of $140,795.94 were segre- 
gated and placed in a depositor’s trust fund, 
in consideration of which the depositors 
waived claims against taxpayer to the extent 
of $90,669.09, thus leaving an unrecovered 
cost basis of the assets of $50,126.85. By 
the end of 1940 the unrecovered cost basis 
of the assets had been exhausted by loss de- 
ductions taken or claimed. The Commis- 
sioner disallowed loss deductions for 1941, 
1942 and 1943 on this ground, but taxpayer 
contends that the cost basis of the assets 
should be reduced only to the extent that 
prior years’ losses resulted in tax benefits 
in those years. It is held that the tax bene- 
fit theory has no application to the claimed 
loss deductions and consequently the Com- 
missioner’s disallowance thereof is sustained. 
It is further held that Code Section 3798, 
providing for exemption of certain types of 
insolvent banks, has no application here, 
since taxpayer is not claiming an exemption, 
but is seeking to deduct from its admittedly 
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nonexempt income losses sustained in the 
operation of tax-exempt segregated assets. 
Exchange State Bank v. Commissioner, CCH 
Dec. 15,695. 


Deductions: Son’s legal education as “or- 
dinary” business expense: Absence of em- 
ployment and services rendered.—Taxpayer, 
a practicing lawyer, entered into a written 
contract in 1941 with his twenty-two-year- 
old son to pay the cost of tuition, books, and 
living expenses of the son and the latter’s 
wife in return for the son’s promise to at- 
tend and complete law school, do research 
work, be admitted to the New York bar, and 
thereafter work in taxpayer’s law office for 
at least twelve months at a stated compen- 
sation. The expenses paid by taxpayer dur- 
ing 1941 under such agreement were held 
not deductible under Section 23 (a) for the 
reasons that (1) the expenditure was not 
“ordinary,” since it did not proximately re- 
sult from and relate to taxpayer’s own busi- 
ness, and did not arise from a transaction 
of common or frequent occurrence in that 
business; (2) the son was not an employee 
and rendered no services whatever in tax- 
payer’s business; (3) the amount of pay- 
ments was based primarily on the cost of 
living of the son and his wife and not on 
the value of any services; and (4) the pay- 
ment in question was a personal expense not 
allowable as a deduction under Section 
24 (a). George F. Lewis v. Commissioner, 
CCH Dec. 15,704. 


Community property in California: Gift 
prior to marriage: Oral antenuptial agree- 
ment: Degree of proof: Transmutation.— 
After marriage in 1941 in Seattle, Wash- 
ington, taxpayer and her husband took up 
residence in California, where they contin- 
ued to live until 1945, when they moved back 
to Seattle. Prior to the marriage taxpayer 
acquired, by means of a gift from her father, 
an interest in a partnership from which she 
received income in California during the 
taxable year 1941. It was claimed by tax- 
payer that the partnership interest was 
transmuted to community property by an 
oral agreement with her husband prior to 
the marriage. Such agreement, however, 
was not established by any direct and posi- 
tive evidence. It was further found that the 
actions of the parties after marriage in rela- 
tion to such property and the income derived 
therefrom did not constitute circumstantial 
evidence in support of the agreement, since 
at no time did the husband exercise any 
management or control over the property 
or the income. Margaret A. Reeve v. Com- 
missioner. CCH Dec. 15,702(M). 
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Deductions: Legal expenses: Title deter. 
mination or protection: Royalties: Capital 
v. ordinary expenses.— Taxpayer was incor- 
porated under the laws of the State of Ten- 
nessee to receive title to a patent and other 
property then involved in litigation in the 


state courts, under an agreement that it J 


would intervene in the suit as a defendant 
and defend against the parties who instituted 
the suit against the transferors to taxpayer, 
Taxpayer did intervene and defend against 
the litigation, which was eventually settled 
in 1942. It was held that the suit involved 
primarily rights of a capital character, and 


that the accounting for royalties demanded f 


in the suit was only a corollary of those 
rights, which was applicable not only to 
1940 but equally to prior and subsequent 
years. The legal expenses incurred in the 
litigation, therefore, being capital in nature, 
are not deductible as ordinary and necessary 
business expenses. Safety Tube Corporation 
v. Commissioner, CCH Dec. 15,703. 


Gross income: Definition: Annuities: 
Pensions distinguished: Effect of exclusion 
of cost of pension.—Taxpayer, a Canadian 
citizen, was employed in Canada by a sub- 
sidiary (or its predecessor) of the Standard 
Oil Company of New Jersey from 1902 to 
1931. From the latter year until 1940, tax- 
payer was employed in England by another 
subsidiary of Standard. During this period 
Standard’s English subsidiary agreed with 
Standard to provide taxpayer with a “pen- 
sion” or “annuity” on the same basis as if 
he were qualified to participate in its own 
“superannuation scheme.” The correspond- 
ence between the two corporations referred 
to the contemplated payment variously as 
“pension” and “annuity,” and at one time 
the possibility of purchasing a commercial 
annuity for taxpayer was discussed and re- 
jected. Pursuant to a contract executed on 
March 22, 1940, the English corporation 
“contributed” to Standard the sum of 
$415,786.75 in consideration of Standard’s 
undertaking to pay taxpayer $36,465 annual- 
ly for life, from his retirement at the age of 
sixty on July 1, 1940, whereas, ratably com- 
puted, the cost of an “annuity” of $36,465 
would be about $499,111, Taxpayer be- 
came a resident of the United States in 1941 
and the Commissioner has determined a de- 
ficiency for that year, treating the $36,465 
received by taxpayer from Standard in 1941, 
as income under Code Section 22 (a), rather 
than as an annuity under Code Section 22 
(1) (2). It is held that the amount is a pen- 
sion, not an annuity, since the facts disclose 
that the English corporation merely “con- 
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tributed” to Standard, rather than purchased 
from it an annuity for taxpayer’s benefit. 
Further, since taxpayer received no income 
taxable to him by the United States upon 
the “purchase” of the pension in 1940 (when 
his rights became vested), and has not 
shown taxability in that year by any other 
country, he had no taxable income in 1940, 
and consequently nothing to recover tax 
free in 1941. Frederick John Wolfe v. Com- 
missioner, CCH Dec. 15,692. 


TAX COURT— 
MEMORANDUM OPINIONS 


Gift tax: Property settlement agreement 
in connection with divorce decree: Ade- 
quacy of consideration.—Petitioner created 
a trust in 1942, giving his wife the income 
for life with a right of invasion in the event 
that the income fell below $8,000 for any 
year. The trust was created in connection 
with a property settlement agreement made 
part of a divorce decree. Where no attempt 
was made by the Commissioner to determine 
the value of the wife’s right to support and 
maintenance, or to allocate the value of the 
transfer for the wife between a portion that 
might be attributable to her release of in- 
heritance rights and a portion attributable 
to her release of rights to support and main- 
tenance, it was held, on the facts, that the 
wife’s release of her rights to support and 
maintenance in itself constituted sufficient 
consideration for the transfer. Therefore, 
the value of her beneficial interest in the 
trust was not subject to gift tax. The court 
chose not to decide whether E. T. 19 
(1946-16-12367) correctly interpreted the 
law in distinguishing between a wife’s in- 
heritance rights and her rights to support 
and maintenance, for the purpose of deter- 
mining adequacy of consideration for trans- 
fers in connection with property settlement 
agreements. Junius R. Judson v. Commis- 
sioner, CCH Dec, 15,662(M). 


Deductions: Expenses: Compensation for 
personal services: Determination of reason- 
ableness.—Taxpayer, a corporation operat- 
ing as a jobber of bakers’ supplies, was 
controlled by its president and general man- 
ager, Lederer, who had forty years’ experience 


in the bakers’ supply business. In the ten 
years preceding the taxable year ending 
January 31, 1943, taxpayer was so-managed 
by Lederer that its net sales rose from 
$407,466 to $1,440,054, and its net profits 
from .7 to 1.2 per cent. In 1942, Lederer 
lost his principal assistant to the armed 
forces; and during 1943 it became very diff- 
cult to obtain supplies for taxpayer’s busi- 
ness, with the result that Lederer put forth 
greater efforts during the taxable year than 
had been necessary in the six preceding 
years, when Lederer’s salary had _ been 
$18,000. Taxpayer’s business was extremely 
hazardous and taxpayer had never paid any 
dividends. Taxpayer deducted $24,000 as 
compensation paid Lederer in the taxable 
year, of which the Commissioner disallowed 
$6,000 as unreasonable. On the evidence, it 
is held that $21,000 would be reasonable 
compensation for Lederer for the taxable 
year. Arthur Lederer Milling Company v. 
Commissioner, CCH Dec. 15,664(M). 


Partnerships: Family partnership: Capi- 
tal and service—Taxpayer and his wife 
were married in 1935. Prior to his marriage 
taxpayer owned a restaurant which was 
operated on leased premises. Taxpayer did 
not own the equipment. At the time of their 
marriage taxpayer’s wife had $500 which 
she contributed to taxpayer’s business and 
it was agreed, verbally, that they would operate 
the business jointly and put the profits back 
into the business. The evidence showed 
that she performed practically every duty 
necessary in a restaurant. Taxpayer and 
his father subsequently bought the premises 
in which the restaurant was situated, with 
a hotel and bar adjoining. Taxpayer’s father 
died shortly thereafter and taxpayer had 
title to the property. On advice of an insur- 
ance agent, taxpayer and his wife held the 
property as tenants by the entirety and a 
formal partnership agreement was drawn 
up. The Tax Court held that a valid part- 
nership was entered into here and the tests 
laid down in the Tower and Lusthaus cases 
had been fully met. Taxpayer’s wife con- 
tributed services, her capital originated with 
herself, and she and her husband intended 
to consider the business as belonging to 
them jointly. W.R. Winchester v. Commis- 
sioner, CCH Dec. 15,699 (M). 
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STATE TAX CALENDAR 

















ALABAMA June 15—— 
June 1 _ Gross income report and payment due. 
Automobile dealers’ report due. Income tax second installment due. 
Motor carriers’ report and tax due. 
June 10—— Use fuel tax report and payment due. 
Alcoholic beverage report of wholesalers 5 
and distributors due. June 2 ; als . 
Alcoholic beverage report and tax of public Motor. vehicle fuel distributors’, whole- 
service licensees due. : salers’ and carriers’ report and payment 
Automobile dealers’ report due. due. 


Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report June 10 
due. ‘ 

Alcoholic beverages report due. 

June 15—— Motor fuel carriers’ report due. 
Carriers’, warehouses’ and transporters’ Statement of purchases of natural resources. 

gasoline tax report due. 


ARKANSAS 



















































pee ; , June 20— 
Carriers’, warehouses’ and transporters ’ 
lubricating oils tax report due. Gross receipts tax report and payment Sal 
Income tax second installment due. _ Us 
Motor carriers’ mileage report and tax due. Natural resources severance tax report June 
Oil and gas conservation tax report and and payment due. 
payment due. Use fuel tax report and payment due. Ce 
Oil and “ production tax report and June 25 Co 
ee Motor fuel tax report and payment due. June 
June 20—— Di 
Automobile dealers’ report due. CALIFORNIA G 
Coal and ~~ ore mining tax report and June 1 
ayment due. 5: rae; mld 
BE ae _ om puubiinenieniiin Common _— spirits tax report June 
“a> i: ; : and payment due. G. 
Gasoline tax report and payment due. Gasoline tax report and payment due. : 
Jasper occupation tax return and payment Jun 
due. ; June 15—— G 
— oils tax report and payment Beer and wine report and tax due. C 
roe Common carriers report of alcoholic bev- 
one : R 
Motor fuel tax report and payment due. erages imported due. 
Sales tax report and payment due. Distilled spirits report and tax due. 
Use fuel tax report and tax due. Jun 
A 
ARIZONA June 20—— 
June 1 Motor carriers’ gross receipts report and 
cia : ’ tax due. 
Corporations’ annual registration fee and 
report due. Last Monday. Jur 
First Monday Property tax return due (last day). ; 
Railroad, telegraph and telephone com- 
panies’ report due. COLORADO ] 
June 5—— 
June Alcoholic beverage manufacturers’ report ] 
Alcohol beverages licensee’s report due. due. ° 
Motor carriers’ tax due. : 
June 10—— Fi 
Wholesalers of malt, vinous and spirituous June 10— 
liquors report and payment due. Motor carriers’ report due. 
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June 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
June 15—— 
Coal mine owners report due. 
Coal tonnage tax report due. 
June 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
June 1 


Gasoline tax due. 


June 15—— 


Gasoline tax report due. 

Gasoline use tax report and payment due. 

Railroad and stréet railway tax semi- 
annual installment due. 


June 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
June 1 


Chain store tax report and payment due. 

Express, telegraph and telephone com- 
panies’ report due. 

Manufacturers’ license tax report and pay- 
ment due. 

Merchants’ license tax report and payment 
due. 


First Monday—— 


Steam, gas and electric companies’ tax 
due. 


State Tax Calendar 


June 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages report due. 
June 30—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
June 10—— 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 
June 15—— 
Beer tax due. 


June 25—— 
Gasoline tax report and payment due. 


FLORIDA 
June 1 


Auto transportation companies’ 
and tax due. 


report 


June 10—— 


Agents’ and wholesalers’ 
report due. 

Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


cigarette tax 


June 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline tax report and payment due. 

Motor vehicle fuel use tax report and pay- 
ment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


June 25—— 


Oil and gas production tax report and 
payment due. 


GEORGIA 
June 10—— ' 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 



















June 15—— 
Income tax second installment due. 
Malt beverage tax report due. 


June 20—— 
Gasoline tax report and payment due. 


IDAHO 





June 1 
Ore severance tax due. 


June 15—— 


Beer dealers’, brewers’ and wholesalers’ 
report due. 


Cigarette wholesalers’ drop shipment re- 
port due. 









Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 





Fourth Monday: 
Property tax semi-annual installment due. 
June 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 







ILLINOIS 














June 1 
3ank share tax due (last day). 


Personal property tax return and payment 
due (last day). 


Private car lines’ property tax semi-annual 
installment due. 


Real property tax semi-annual installment 
due. 


June 10—— 
Motor carriers’ mileage tax due. 
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June 15—— 




















Alcoholic beverage tax report due. — 
Cigarette tax return due. ries 
Public utilities’ report and tax due. “es 
Sales tax report and payment due. Mot 
June 20—— pc 
Gasoline tax report and payment due. June : 
June 30—— Ban 
Gasoline transporters’ tax report due. rh 
Sal 
Use 
INDIANA June 
June 1 Ga: 
Alcoholic vinous beverage tax due. 
June 10—— 
Cigarette distributors’ interstate business June 
report due. 
Ke 
June 15—— 1 
Alcoholic vinous beverage tax due. June 
Cigarette distributors’ drop shipment re- 
port due. At 
Fuel use tax report and payment due. C; 
v1 
June 20—— D 
Bank and trust companies’ intangibles tax 
report due. R 
Bank and trust companies’ share tax re- 
port and payment due. . 
Building and loan associations’ intangibles Jun 
tax report and payment due. ; 
June 25—— I 
Distributors’ and carriers’ gasoline tax I 


report and payment due. 





Jur 
IOWA 
First Monday: 
Freight line and equipment companies’ Ju 
property tax report due. 
June 10—— 
Carriers’ gasoline tax report and tax due. 
Class “A” permittees’ beer tax report and 
payment due. 
June 20—— 
Gasoline tax report and payment due. j 
June 30—— 
Cigarette distributors’ and wholesalers’ j 
license fee due. 


KANSAS 
June 10—— 


Malt beverage report due. 
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June 15— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 


June 20—— 


Bank share tax second installment due. 
Property tax second installment due. 
Sales tax report and payment due. 

Use fuel report and payment due. 


) June 25— 


Gasoline tax report and payment due. 


KENTUCKY 


June 1 


Louisville gross receipts tax return and 
payment due. 


June 10— 


Amusement and entertainment report and 
tax due. 

Cigarette wholesalers’ report due. 

Distilled liquors blenders and rectifiers’ 
tax payment due, 

Refiners’ and importers’ gasoline tax re- 
port due. 


June 15—— 


Alcoholic beverage report due. 

Fuel use tax report and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 
and payment due. 


June 20—— 


Oil production tax report and payment 
due. 


June 30—— 


Dealers’ and transporters’ gasoline tax 
report and payment due. 

Domestic and foreign corporations’ annual 
statement of process agent due. 

Foreign corporations’ statement of exist- 
ence due. 


LOUISIANA 
June 1 


Tobacco wholesalers’ report due. 


June 10—— 


Importers’ gasoline tax report due. 

Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 

Importers’ lubricating oils report due. 


State Tax Calendar 


June 15—— 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ light wine and beer report due. 

Carriers’ lubricating oils report due. 

Foreign corporations having no office in 
Louisiana income tax return and pay- 
ment due. 

Intoxicating liquor manufacturers’ and 
dealers’ report due. 

Soft drink wholesalers’ report due. 

Tobacco wholesalers’ report due. 


June 20—— 
Dealers’ gasoline tax report and payment 
due. 


Dealers’ kerosene tax report and payment 
due. 


Dealers’ lubricating oils tax and report 
due. 

Fuel use tax report and payment due. 

New Orleans sales and use tax report 
and payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 

Wholesale dealers’ light wine and beer tax 
report due. 


MAINE 
June 1 


Franchise tax report due. 
Telephone and telegraph companies’ tax 


due. 
June 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
June 15—— 


Railroad and street railroad tax install- 
ment due. 


Use fuel tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 








MARYLAND 









June 10—— 
Admissions tax payment due. 


June 30—— 


Purchasers of cargo lots of motor fuel 
report due. 





June 31 


Beer tax report and payment due. 
Gasoline tax report and payment due. 






MASSACHUSETTS 








June 1 


Bank net income tax due. 


Insurance company premiums tax due 
(last day). 
Public utility companies’ tax due. 












June 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 


June 20—— 
Cigarette tax report and payment due. 









June 30—— 
Motor fuel tax report and payment due. 


MICHIGAN 
First Monday 
Property tax return due (last day). 


June 5—— 
Carriers’ gasoline statement due. 











June 10—— 


Common and contract carriers’ report and 
fee due. 








June 15—— 


Sales tax report and payment due. 
Use tax report and payment due. 
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June 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Gas and oil severance tax report and pay- 
ment due (last day). 


June 30—— 


Property vested in Michigan by escheat § 


report due. 





MINNESOTA 
June 1 
Annuity income tax due. 
June 10—— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


June 14—— 


Iron severance tax due (last day). 
Taconite tax due (last day). 


June 15—— 


Income tax (over $30) second installment 
due. 


Interstate motor carriers’ mileage tax due. 


June 23—— 
Distributors’ gasoline tax report and pay- 


ment due. 
Special use fuel tax report and payment 
due. 
June 30—— ° 


Property tax return due (last day). 


MISSISSIPPI 
June 1 





Electric light and power, express, pipe 
line, railroad, sleeping car, telegraph and 
telephone companies’ report due. 


June 5—— 
Factories’ report due. 


June 10—— 
Admissions tax report and payment due. 


June 15—— 


Carriers’ gasoline tax report and payment 
due. 

Income tax second installment due. 

Manufacturers, distributors and whole- 
salers of tobacco report due. 

Retailers, wholesalers and distributors of 
light wine and beer report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 
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June 20—— 
Gasoline distributors’, refiners’, and proc- 
essors’ report and payment due. 
June 25—— 
Oil severance tax and report due. 


MISSOURI 


June 1 
Bank excise (income) tax report and pay- 
ment due. 


3ank share tax report and payment due. 
Income tax due. 


» June 5— 


Non-intoxicating beer permittees’ report 
due. 


June 10—— 


Oil inspection tax report and payment due. 
Receivers of petroleum products report 
due. 


June 15—— 


Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 


| June 25— 


Use fuel tax report and payment due. 


June 30—— 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 
June 1 


Moving picture theatre licenses issued and 
tax due. 


June 15— 


Brewers, wholesalers and transporters of 
beer report and payment due. 

Carriers’ gasoline tax report due. 

Electric companies’ report and tax due. 

Gasoline tax report and payment due. 

Income (corporation license) tax due. 


June 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum report due. 


NEBRASKA 
June 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 


State Tax Calendar 


NEVADA 
June 1—— 


Mine owners’ annual report due. 


First Monday: 
Property tax quarterly installment due. 


June 10—— 
Liquor report by out-of-state vendors due. 


June 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’. alcoholic 


beverage report due. 
June 25—— 


Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
June 10—— 


Manufacturers’ and wholesalers’ alcoholic 
beverages report due; wholesalers’ pay- 
ment due. 


June 15—— 
Use fuel tax report and payment due. 


June 30—— 
Motor fuel report and tax due. 


NEW JERSEY 
june 1 


Bank share tax semi-annual installment 
due. 


Insurance companies’ 


(except marine) 
premiums tax due. 


June 10—— 


Busses (interstate) report and excise tax 
due. 


Busses (municipal) gross receipts report 
and tax due. 


Jitneys in municipalities—gross receipts 
report and tax due. 
June 20—— 


Alcoholic beverage retail consumption 
and retail distribution licensees report 
and tax due. 


June 30—— 
Carriers’ gasoline tax report due. 


Distributors’ gasoline report and payment 
due. 
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NEW MEXICO 






























Use fuel tax report and payment due. 
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NORTH DAKOTA 















housemen’s report due. 
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June 2 

June 15—— June 10—— Cart 
Occupational gross income tax report and Cigarette distributors’ report due. Coa! 

payment due. Dist 
Oil and gas conservation report due. June 15—— m 
Severance tax and report due. Beer tax report and payment due. Rur 
Gasoline tax report and payment due. re 

June 20— Income tax second installment due. Use 
Motor carriers’ report and tax due. Interstate motor carriers’ tax due. Use 
Pipe line operators’ license tax due. 

June 25—— June 

June 25—— Use fuel tax report and payment due. Oil 
Gasoline tax report and payment due. - 
Use or compensating report and payment 

due. OHIO 
June 10—— June 
Admissions tax report and payment due. : 
NEW YORK . , Oil 
: Cigarette wholesalers’ report due. r 

June 15—— Class “A” and “B” permittees’ alcoholic 

New York City gross receipts tax return beverage report due. June 
and payment due. Bu 
_— June 15—— 

June 20—— Cigarette use tax and report due. June 
Alcoholic beverage tax and report due. Toledo estimated income tax second in- Al 

stallment due; amended tax declaration 

June 25—— due. Gz 
New York City conduit companies’ tax 20 M 

and report due. June : ‘ U: 
New York City public utility excise re- Dealers’ gasoline tax report due. 
turn and payment due, Real and public utility property tax semi- 
Public utilities’ (additional) tax and re- annual installment due. j 
ort due. ms 
, June 30—— It 

June 30—— Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. Gasoline tax due. M 
Jun 
NORTH CAROLINA OKLAHOMA F 

June 1 June 5— 

Chain store tax due: Operators’ report of mines other than , 
License tax due. coal due. 
E 

June 10—— June 10—— 

Carriers’ gasoline tax report and payment Airports’ gross receipts report and tax 
due. due, — Jur 
Distributors and bottlers of unfortified Alcoholic beverage report and payment ( 
wines report and payment due. due. , ’ : 
Railroads’ alcoholic beverage report due. Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 

June 15—— Jase 15 Ju 
Sales tax report and payment due. Se etal ( 
EE RE aA Carriers’ mileage tax report and payment } 

P q 7 due. 
Use tax report and payment due. Dealers’, retailers’ and carriers’ gasoline Ju 
tax report due. 

June 20 ; Income tax second installment due. 
Distributors’ gasoline tax report and pay- Sales tax report and payment due 

ment due. Tobacco wholesalers’, jobbers’ and ware- Ju 


St 


t due. 


holic 


1 tax 
‘ment 


vend- 


ment 
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June 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and tax due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


June 30— 


Oil, gas and mineral gross production 
report and payment due. 


° 


OREGON 
June 10—— 


Oil production tax report and payment 
due. 
June 15—— 
Butterfat tax due. 


June 20—— 


Alcoholic beverage tax report and pay- 
ment due. 

Gasoline tax report and payment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 


PENNSYLVANIA 
June 10—— 


Importers of spirituous and vinous liquors 
report due. 
Malt beverage report due. 
June 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax second install- 
ment due. 

June 30—— 


Gasoline tax report and payment due. 


RHODE ISLAND 
June 1 


Corporate excess tax due. 
Franchise tax due. 


June 10—— 


Manufacturers’ alcoholic beverage report 
due. 


June 15—— 
Gasoline tax report and payment due. 
State Tax Calendar 


SOUTH CAROLINA 
June 10—— 


Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report 
and additional tax due. 


Power tax return and payment due (last 
day). 


June 15—— 


Income tax second installment due. 


June 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil tax return and payment 
due. 


SOUTH DAKOTA 
June 1 


Express companies’ report due. 

Motor carriers of passengers tax due. 

Railroad, telegraph and telephone, sleep- 
ing car, light, power, heating, water and 
gas companies’ property tax return due. 


June 10—— 


Interstate motor carriers’ report and tax 
due. 


June 15—— 


Alcoholic beverage sales report due. 
Carriers’ gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax report due. 

Use fuel tax report and payment due. 


June 20—— 
Passenger mileage tax due. 
June 30—— 
Property tax return due (last day). 


TENNESSEE 
June 1 


Chain store tax due. 


June 10—— 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


June 15—— 


Carriers of use fuel report due. 
Users of fuel report due. 









June 20—— 





ment due. 
Liquid carbonic acid gas tax due. 






due. 
Sales and use tax report and payment due. 






Distributors’ gasoline tax report and pay- 


Oil production tax report and payment 














TEXAS 
June 15—— 
Oleomargarine dealers’ report and tax due. 
June 20—— 


Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel 
tax report and payment due. 


June 25—— 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 


Natural gas production tax report and 
payment due. 


Prizes and awards of theatres tax report 
and payment due. 


June 30—— 


Oil production tax report and payment 
due. 


Property tax second installment due. 


















UTAH 
June 1 





Mining occupation tax due. 


June 10—— 
Carriers’ use fuel tax report due. 
Liquor licensee report due. 

June 15—— 


Excise (income) tax second installment 
due. 


Use fuel tax report and payment due. 
June 25—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


June 30—— 
Cigarette licenses expire. 
















VERMONT 
June 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
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June 15—— 
Corporation income tax second install- ane 
ment due. Gu 
Electric light and power companies’ report 
and tax due. 
Personal income tax second installment 
due. 
jt ne 
June 30—— A 
Gasoline tax report and payment due. cig 
1 
VIRGINIA Jrase 
June 1 12 
Banks’ share tax due. Jove 
Corporation income tax due. 


June 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
June 20—— 


Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. ,. 
WASHINGTON 
June 10—— 
Brewers and manufacturers of malt prod- ju 
ucts report due. ; 
June 15—— 
Butter substitutes report and payment due. 
Wholesalers’ cigarette drop shipment re- ] 


port due. 


June 20—— 
Use fuel tax report and payment due. 
June 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 
June 1 





Beer license application and fee due. 


June 10— 
Alcoholic beverage tax report and pay- 
ment due. 
June 15—— 


Cigarette use tax report and payment due. 
Sales tax report and payment due. 


vane 30— 
Gasoline tax report and payment due. 


WISCONSIN 
june 10—— 
Alcoholic beverages tax report due. 


cigarette wholesalers’ and manufacturers’ 
report due. 


rie 20— 
rasoline tax report and payment due. 


1e 25—— 


tailroad, telegraph, sleeping car and ex- 
press companies’ property tax first in- 


Sereie? stallment due. 


June 30—— 
Bus registration due (last day). 
Electric cooperative associations’ tax due. 
Motor carriers’ permit fee due. 


WYOMING 
June 10—— 
Carriers’ gasoline tax report due. 


June 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 


Wholesalers’ gasoline tax report and pay- 
ment due. 


DERAL TAX CALENDAR 


L_ 


June 10— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


June 16—— 


Due date for quarterly payments on 1946 
income taxes by calendar-year corpora- 
tions, estates, and trusts. 


Payments due on 1947 estimated income 
tax of calendar-year individuals other 
than non-resident aliens not subject to 
tax and farmers. Farmers have the op- 
tion of making declarations of estimated 
tax and paying it in full on or before 
January 15 following the close of the 
taxable (calendar) year. Taxpayers re- 
quired to file declarations for the first 
time pay one third of the 1947 estimated 
tax. 


Payment date of tax withheld at the source 
under Code Secs. 143 (tax-free covenant 
bonds) and 144 (nonresident foreign 
corporations) for calendar year 1946. 


Last day to file income tax returns of 
nonresident alien individuals and non- 
resident foreign corporations for cal- 
endar year 1946. 


lue. 
d pay- 


Return of stamp account by brokers, 
nt due. dealers in securities, etc., due for May. 
e. Form 828. 


igazine 





Due date, by general extension, of returns 
' for year ending December 31 in the case 
of: (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty outside 
the United States. Forms: (1), Form 
1065; (2)-(4), Forms 1120 and 1121; 
(5) Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
January 31, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 

Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for May. Form 957. 

Due date for monthly statement and rec- 


ord of depositaries on sale of stamp tax 
stamps. 


June 30—— 


Returns for excise taxes due for May. 
Forms 726, 727, 728, 728 (a), 729, 932. 
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